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HOW TAX COMPLIANCE OBLIGATIONS 
HINDER SMALL BUSINESS GROWTH 


WEDNESDAY, JULY 22, 2015 

House of Representatives, 

Committee on Small Business, 

Washington, DC. 

The Committee met, pursuant to call, at 11:00 a.m., in Room 
2360, Rayburn House Office Building. Hon. Steve Chabot [chair- 
man of the Committee] presiding. 

Present: Representatives Chabot, Luetkemeyer, Hanna, Rice, 
Brat, Radewagen, Knight, Hardy, Velazquez, Payne, Meng, Law- 
rence, Adams, and Moulton. 

Chairman CHABOT. Good morning. Thank you all for being 
here. Special thanks to our witnesses who have taken the time 
away from their undoubtedly busy schedules to be with us here 
this morning. We really do appreciate that. 

Earlier this year, our Committee heard from a gentleman named 
Scott, who owns a small mattress factory in Franklin, Ohio. Scott 
wants to pay his taxes. He probably wishes he could pay less but 
more than anything he wishes the process could be simpler. He 
wants a flatter and fairer code that is more predictable. 

Scott is emblematic, I think, of many small businesses all across 
this country. There are millions of Americans out there just like 
Scott who feel the weight of the tax code every day. I speak to them 
every time I am back in my area, back in Ohio, and I hear the 
same concerns again and again. More Americans are frustrated 
with the process of paying their taxes, more so than even actually 
writing the check to the government. I am sure there are excep- 
tions, but it is far too complicated. It is unacceptable and we must 
do better. 

Making the tax code simpler is particularly important for Amer- 
ica’s small business owners, as they are disproportionately affected 
by the tax code’s complexity. This is a finding that unfortunately 
has not changed with time. Studies conducted for the Office of Ad- 
vocacy at the SBA over the past 10 years found that small firms 
pay 67 percent more to comply with the tax code than large firms 
do. A recent update to those advocacy studies found that firms with 
less than 50 employees pay on average over $1,500 per employee 
in tax compliance costs, whereas, firms with more than 100 pay 
$647. 

It is because of statistics like that in 2013 this Committee asked 
the Government Accountability Office to examine the dynamics of 
small firms and their tax compliance burden. The GAO will be tes- 
tifying today to outline their findings, and I would like to point out 
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that right at the end of the report, the GAO outlines 25 separate 
recommendations that they have made to the IRS over the past few 
years that could, and probably would in my estimation, help reduce 
tax payer compliance burdens. The IRS has implemented none of 
them, and that is a problem. 

To be fair, I am not only blaming the IRS for this problem. Con- 
gress has been guilty as well. The tax code has grown to nearly 
74,000 pages. The IRS did not do that; Congress did. This Com- 
mittee is and will continue listening to the American people and 
urging Washington to make the tax code simpler and less stressful. 

As I stated earlier, we have the GAO here today to discuss their 
illuminating report in greater detail, and we will also hear from 
tax experts who will suggest ways to reduce the strain on small 
firms through comprehensive tax reform that reduces the com- 
plexity faced by small business. 

I am looking forward to the testimony of everyone here today, 
and I again want to thank each one of you. And I would also men- 
tion, originally there may have been a case where we were going 
to have two panels, but I have found over the years when we do 
that, oftentimes members have a certain amount of time that they 
can be here and they have other Committees and obligations and 
will listen to one panel and then not the other, and this is really 
a much better way to hear from all of you. And so that is why we 
changed that around, so if it was any inconvenience to anybody, we 
apologize. 

And I would now like to yield to the ranking member, Ms. 
Velazquez, for her opening statement. 

Ms. VELAZQUEZ. Thank you, Mr. Chairman. 

The success of the American economy relies heavily on its vi- 
brant small business community. Small businesses employ 50 per- 
cent of our workforce and generate nearly $6 trillion in revenue. 
When talking with small business owners, we often hear that an 
intense focus on the bottom line is necessary to succeed. They know 
every dollar counts and devote significant resources to work that 
goal. 

One area every small business owner must focus on is complying 
with our tax laws. The tax compliance burden on small businesses 
takes many forms. Most notably is the complexity of the code itself. 
With so much paperwork to fill out every year, the majority of 
firms report spending more than 40 hours preparing their tax re- 
turns. 

To better understand the costs of the burden and what the IRS 
is doing to reduce it, this committee requested the GAO report at 
the center of today’s hearing. That report reinforced much of the 
anecdotal evidence we have heard on previous occasions. The com- 
plexity of the tax code creates a number of fixed cost items that do 
not scale with the size of the company. As a result, smaller busi- 
nesses are disproportionately impacted compared to their larger 
counterparts. 

One way to address this problem is by simplifying the tax code. 
By reducing its complexity, small businesses will see decreases in 
these fixed costs as the need for expert preparation and the time 
commitment will both be reduced. The complexity of the tax code 
cuts both ways. Taxpayers’ noncompliance costs the IRS nearly 
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$350 billion every year prompting numerous initiatives to close the 
gap. One of them is the use of Form 1099-K to track electronic pay- 
ments. By collecting data directly from payment processors, like 
Visa and PayPal, the IRS intends to cut down on underreporting 
and spur more businesses to voluntarily comply. 

Unfortunately, if the information does not match up or errors are 
made, it could trigger costly and time-consuming audits for law- 
abiding firms. In response, the IRS began the Payment Mixed 
Comparison Tool (PMCT) pilot to reduce the burden which GAO 
was also asked to look at. While they found IRS’s payment card 
matching program has the potential to reduce noncompliance, it 
was unclear whether it would reduce taxpayers burden. 

GAO also found that the majority of small businesses use pass- 
through entities, like partnerships and S corporations, which pre- 
vent them from receiving a number of business friendly tax incen- 
tives. The average corporate tax rate is just 12.6 percent compared 
to 31.6 percent and 29.4 percent that S corporations and partner- 
ships pay. 

Comprehensive tax reform, not only corporate, is necessary to 
spur additional economic growth in our small business sector. In 
other words, small entities are not looking for special treatment, 
just equal treatment with their larger counterparts. 

One of the principal tenets of tax policy is that we strive for sim- 
plicity and some semblance of certainty. The tax rules should speci- 
fy when the tax is to be paid, how it is to be paid, and the amount 
to be paid. Through comprehensive tax reform. Congress can pro- 
vide small firms with both, by limiting yearly policy changes which 
will help them more easily plan their business investments, oper- 
ations, and estate planning based on those known laws. 

I look forward to hearing from today’s witnesses on the findings 
and recommendations contained in GAO’s report. And I thank you 
for being here today. 

Mr. Chairman, I yield back. 

Chairman CHABOT. Thank you very much. 

And if Committee members have opening statements prepared, 
we would ask that they submit them for the record. 

And I will take just a moment to — before I introduce the panel, 
to kind of explain our rules. You get five minutes to testify. There 
is a lighting system. A green light will be on for four minutes. The 
yellow light will let you know you have got a minute to wrap up, 
and then the red light will come on and we ask you to stay within 
that as much as possible, and impose those same rules on our- 
selves, so we get five minutes to ask questions. 

And I will now introduce our panel. We will begin with our first 
witness, Chris Mihm, the managing director for Strategic Issues at 
the United States Government Accountability Office. He leads 
GAO’s work on government oversight and transformation issues 
such as performance management and collaboration, federal budg- 
eting, regulatory policy, and federal tax policy and administration. 
He is a fellow and former board chair of the National Academy of 
Public Administration and an adjunct lecturer in Public Adminis- 
tration at the University of Maryland Graduate School of Policy, 
and we welcome you here this morning. 
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Our next witness will be Don Williamson, professor in the De- 
partment of Accounting and Taxation at American University. He 
also serves as the executive director of the University’s Kogod Tax 
Center, a research institute focusing on the interests of small busi- 
ness. He has also served as an adjunct professor at American Uni- 
versity’s Washington College of Law. Professor Washington pub- 
lished over 50 articles in professional and academic journals and 
was recognized as the Bureau of National Affairs’ Outstanding Au- 
thor for 2007. Welcome this morning. 

Our next witness will be Troy Lewis, who is vice president and 
chief enterprise risk management officer at Heritage Bank in St. 
George, Utah. He is also the manager of Lewis and Associates, a 
small accounting firm in Draper, Utah. Additionally, he serves as 
adjunct faculty in the taxation department at Brigham Young Uni- 
versity. He is also chair of the Tax Committee at the American In- 
stitute of Certified Public Accountants, whom he is testifying on be- 
half of today. We welcome you as well. 

Our next witness will be Les Vitale, managing director and part- 
ner at McGladrey and Pullen in Boston, Massachusetts. Mr. Vitale 
brings over 30 years of professional experience to his clients and 
his broad base of knowledge includes specialties in the traditional 
accounting, auditing, tax, and assurance services. He has authored 
technical articles and developed policy and procedural manuals for 
the firm in the areas of quality control, staff training and evalua- 
tion, recruiting, and technology. 

We thank you all for being here, and I would now like to yield 
to Ms. Velasquez to introduce our final witness. 

Ms. VELAZQUEZ. Thank you, Mr. Chairman. 

Stephen Mankowski is the vice president and national tax chair 
of the National Conference of CPA Practitioners, the nation’s sec- 
ond largest CPA organization. His firm has been advising small 
firms on accounting and taxation for over 30 years, helping 2,000 
clients annually. As an expert in the field, Mr. Mankowski has par- 
ticipated on IRS panels regarding compliance burden for small 
businesses and as a member of the NCCPAP, partook in the elec- 
tronic payment pilot program that was examined by today’s GAO 
report. Mr. Mankowski graduated from LaSalle University. 

Welcome to the committee. Thank you. 

Chairman CHABOT. Thank you very much. 

We will begin with Mr. Mihm. You are recognized for five min- 
utes. 

STATEMENT OF J. CHRISTOPHER MIHM, MANAGING DIREC- 
TOR, STRATEGIC ISSUES, UNITED STATES GOVERNMENT AC- 
COUNTABILITY OFFICE 

Mr. MIHM. Well, thank you, Mr. Chairman, and Ms. Velazquez, 
and members of the Committee. It is an enormous pleasure and 
honor to be able to be with you here today to discuss our report 
on Tax Compliance Burden and Small Businesses. That report is 
being released today and it is available, of course, on the GAO 
website at gao.gov. 

As this Committee is well aware, given the important role that 
small business plays in the U.S. economy, reducing the cost of com- 
pliance with the tax code frees up additional resources to expand. 
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hire new employees, and further contributes to economic growth. 
At the same time, small business tax issues are a significant con- 
tributor to the annual tax gap which is the difference between 
taxes owed and taxes paid on time. And as both the chairman and 
Ms. Velazquez mentioned in their opening statements, and IRS 
takes as a given as well, the overwhelming majority of taxpayers 
want to pay their taxes in full and timely manner. It is just that 
we need to make sure that we create the environment and give 
them the tools that enable them to do that, including reforms to 
the tax code as you pointed out. Thus, the key challenge for IRS 
is that they must minimize taxpayer burden while encouraging, 
and as the chairman pointed out with his reference to his con- 
stituent Scott, making possible voluntary compliance with the tax 
code. 

My remarks today highlight the key findings of our report. I 
know you have seen it, so in the interest of brevity I will just hit 
four very key points on that. 

First, most small businesses are individuals, but most small 
business income is generated by partnerships and corporations. Ac- 
cording to Treasury analysis, small businesses make up about 99 
percent of businesses in the United States. Treasury defines a 
small business for this purpose as individuals or entities with busi- 
ness activity that is less than $10 million in total income and de- 
ductions. Approximately 69 percent of small businesses, or about 
1-6 million, are individual taxpayers who report business income. 
The remaining 31 percent, or roughly 7.3 million, are partnerships 
or corporations. 

On the other hand, in 2010, individuals generated 23 percent of 
total income of all small businesses. This equates to about $1.4 tril- 
lion into the economy. Small business partnerships, S corps, and C 
corporations accounted for the remaining 77 percent of small busi- 
ness income, and that represented $4.5 trillion in income. 

My second point. Tax compliance burdens vary across small busi- 
nesses. The variance is driven by factors such as business asset 
size, by type — for example, is it a sole proprietor or a C corpora- 
tion — number of employees and industry type. Our report details 
how certain tax compliance-related activities create burden. The re- 
port groups these into general categories, such as income tax activi- 
ties, employee-related tax activities, and third-party information 
reporting. 

As the chairman mentioned, SBA and IRS data has shown that 
there are very real costs both in terms of time and money with 
small businesses in order to be able to comply with the various re- 
quirements. 

My third point this morning is that IRS does consider small busi- 
ness compliance burden in its decision making, but improvements 
are clearly needed. We interviewed small business representatives, 
including those from the AICPA, who said that IRS’s outreach ef- 
forts have been effective in identifying opportunity to reduce com- 
pliance burden. As one example, IRS worked with stakeholders to 
develop a simplified method for small businesses to calculate the 
home office deduction. That change was introduced in January 
2013. Previously, businesses had to complete a complex property 
depreciation calculation. As I am sure you have heard from your 



6 


constituents over many years, that had been a very real pain point 
for small businesses. 

Nevertheless, and despite that real and important progress, 
stakeholders also pointed to a number of areas where IRS burden 
could be further reduced. These are areas of IRS customer service. 
Among others, those open recommendations that the chairman 
mentioned. We have recommendations in these areas that we be- 
lieve need aggressive action from IRS and, that if effectively imple- 
mented, could improve service and help reduce the tax gap. 

Fourth and finally, IRS’s evaluation of its payment card pilot has 
strengths but needs to be more fully developed. This is obviously 
a point that Ms. Velazquez was making in her statement. IRS 
began this pilot program in 2012, and what it does is it compares 
payment data from payment settlement entities, such as credit 
card companies, with income reported by small businesses. The 
evaluation plan that IRS has for the pilot has many elements of 
a well-designed evaluation, which is a bit of an anomaly for IRS. 
They typically do not do that good of a job with their evaluations. 
I mean that as a positive statement I should say. 

As a result, IRS has been able to make rapid and ongoing assess- 
ments of pilot activities and to make changes based on lessons 
learned. However, the overall evaluation lacks key performance 
measures for the pilot’s goals — so we do not know whether or not 
it should be implemented more broadly, clear evaluation criteria, 
and other elements. 

With that, let me end at that point and obviously take any ques- 
tions that the Committee may have. 

Thank you, Mr. Chairman. 

Chairman CHABOT. Thank you very much. We appreciate that. 

Mr. Williamson, you are recognized for five minutes. 

STATEMENTS OF DONALD WILLIAMSON, PROFESSOR, AMER- 
ICAN UNIVERSITY, EXECUTIVE DIRECTOR, KOGOD TAX CEN- 
TER; TROY LEWIS, VICE PRESIDENT, HERITAGE BANK; LES 

VITALE, PARTNER, LOCAL MARKETS GROUP MCGLADREY, 

LLP; STEPHEN F. MANKOWSKI, PARTNER, EP CAINE & ASSO- 
CIATES, LLC 

STATEMENT OF DONALD WILLIAMSON 

Mr. WILLIAMSON. Chairman Chabot, Ranking Member 
Velazquez, and members of the Committee, thank you for the op- 
portunity to offer my suggestions for reducing the tax compliance 
burden on small businesses when preparing their tax returns. 

My name is Don Williamson, and I am a professor of Taxation 
at American University’s Kogod School of Business, where for the 
past 30 years I have directed the school’s Master’s in Taxation de- 
gree program. The MST program at American offers graduate 
courses in federal taxation to CPAs, experienced accountants, attor- 
neys, and others who wish to expand their knowledge of our na- 
tion’s tax law. As part of my responsibilities at American, I am also 
the executive director at the Kogod Tax Policy Center, which con- 
ducts nonpartisan research on tax issues affecting small businesses 
and emerging entrepreneurs that will enhance compliance while re- 
ducing compliance costs. And, for the past 25 years, I have had my 
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own tax preparation and tax planning practice for small businesses 
in Falls Church, Virginia. 

My written testimony describes some of the tax compliance bur- 
dens imposed on small businesses that consume time and resources 
that cannot be employed in their businesses to create more jobs. 
Specifically, today, in my testimony, I want to recommend to the 
Committee that our tax code be amended to permit more small 
businesses to adopt the cash method of accounting on their tax re- 
turns. Generally, a taxpayer using the cash method of accounting 
recognizes income or deductions when cash is received or paid. An 
accrual basis taxpayer, on the other hand, must recognize income 
or expenses when all events fixing the right or obligation have oc- 
curred, regardless of when cash is paid or received. 

As detailed in my written testimony, I believe that more small 
businesses should be allowed to adopt the cash method of account- 
ing, rather than the current law requirement imposing the accrual 
method that is uniformly considered more complex and offers few 
advantages to small businesses whose chief concern with regard to 
their financial condition is their cash flow. It is important to note 
that the method of accounting adopted by a business, whether the 
cash method or the accrual method only affects the timing of when 
a business reports income or deductions on its tax return. The ac- 
counting method a business uses does not determine whether an 
item of income is taxable or expense is deductible, and does not af- 
fect the total income and deductions a business will recognize over 
its lifetime. 

However, despite the greater simplicity and better fit of the cash 
method for small businesses, the entire revenue code continues to 
deny the cash methods to corporations with average gross receipts 
exceeding $5 million. As discussed in the Senate’s Bipartisan Tax 
Working Group Report on business income tax issued this month, 
I urge Congress to increase the current threshold for use of the 
cash method to $10 million. Raising the threshold to $10 million 
will mean that 99 percent of all businesses in the United States 
could adopt the cash method. 

But even when the cash method is available to a small business, 
certain judicial doctrines, such as constructive receipt for the rec- 
ognition of income, impose unnecessary complication on a small 
business simply to accelerate the reporting of income by, in most 
cases, a few months before actual cash is received. Also, the re- 
quirement that a cash method small business may not deduct its 
cash outlay to purchase or produce inventory until that product is 
sold may satisfy accounting theorists but offers no immediate tax 
benefit to small businesses that expend considerable sums creating 
jobs. 

To further reduce the compliance burden on small business 
therefore, I urge Congress to go beyond the proposals discussed in 
the Senate’s Bipartisan Tax Working Group Report, and enact a 
simplified cash method of accounting described in detail in my 
written testimony. Under this method of accounting, a small busi- 
ness would simply look to its checkbook to determine its taxable in- 
come. It sounds simple and it is. Permitting small businesses to 
elect a simplified cash method of accounting will reduce tax compli- 
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ance costs, ease the burden of tax administration, and clarify the 
measurement of taxable income. 

Thank you again for the opportunity to testify, and I would wel- 
come any questions from the Committee. 

Chairman CHABOT. Thank you very much. 

Mr. Lewis, you are recognized for five minutes. 

STATEMENT OF TROY LEWIS 

Mr. LEWIS. Chairman Chabot, Ranking Member Velazquez, and 
members of the Committee, thank you for the opportunity to testify 
today. 

My name is Troy Lewis. I am the vice president and chief enter- 
prise management risk management officer at Heritage Bank in St. 
George, Utah. I am also a tax practitioner, adjunct faculty member 
at BYU, and chair of the Tax Executive Committee of the American 
Institute of CPAs. I am pleased to testify today on behalf of the 
AICPA. 

We applaud the leadership taken by the Committee to consider 
ways to reduce the complexity faced by small businesses when pre- 
paring their taxes. Small businesses are the foundation of the U.S. 
economy, employing over half of the private sector workforce and 
creating nearly two-thirds of this nation’s new jobs. 

Unfortunately, compliance with federal tax laws can act as a 
roadblock. Unlike large corporations, time spent by small busi- 
nesses in complying with tax laws is much more costly because 
they do not have the luxury of a large customer base with which 
to spread those costs. 

We need to keep in mind that time devoted to tax law compliance 
has an impact on business creation, job growth, and economic pros- 
perity. Eirst, it is imperative that small businesses and their tax 
return preparers have the ability to communicate with the IRS 
when preparing their taxes and addressing compliance issues. 
However, there has been increasingly limited access to the agency. 
Through an informal survey we conducted earlier this year, we 
learned that over half of our members were either somewhat dis- 
satisfied or very dissatisfied with the services they received from 
the IRS. This is no surprise considering that only 17 percent of our 
members said that the agency answered their telephone calls with- 
in a half hour. Most of our members were on hold for extended pe- 
riods of time or did not have the time to wait that long. 

Let me share with you one member’s experience. “I was on hold 
for over an hour and a half. When the IRS agent finally picked up 
the call, they needed to transfer to another agent. I had to wait on 
hold for another hour. Einally, I received a recorded message that 
the office was now closed and I needed to call again the following 
day.” 

Unfortunately, this is not a unique experience. Many taxpayers 
also experience the IRS’s so-called courtesy disconnects where the 
IRS disconnects a call without taking a message if the caller has 
been on hold for two hours. Nothing is more discouraging, frus- 
trating, or inefficient for a caller than being hung up on after wait- 
ing for nearly two hours. 
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We understand the IRS has new initiatives and ohligations, hut 
taxpayer services must remain a high priority in order for small 
businesses to receive the assistance they so desperately need. 

Another challenging tax compliance obligation that small busi- 
nesses recently dealt with was the tangible property regulations. 
These rules, which address how businesses should report the pur- 
chase and improving a property are almost 500 pages of technical 
guidance and procedures. Now, to be fair, the regulations clarify 
some rules. However, they were still significantly burdensome for 
small businesses. The AICPA pushed hard for relief and stressed 
that time was of the essence. The IRS finally issued partial relief 
on February 13th, well into the filing season. Unfortunately, some 
small businesses and their tax practitioners had already spent time 
and resources attempting to comply with the regulations. If the 
IRS had acted sooner, small businesses could have been spared 
some administrative burden. 

There are other issues that remain open in regards to the repair 
regulations. Currently deducted amounts in excess of the Safe Har- 
bor threshold, taxpayers must prove that expensing such amounts 
in the current year clearly reflects income. 

However, the clear reflection of income test can be challenging 
for any taxpayer, but especially for small businesses. These rules 
force taxpayers to depreciate the cost of items, such as a computer 
or a printer, over a number of years. To provide meaningful relief. 
Congress should increase the $500 Safe Harbor threshold to $2,500 
and index the amount annually for inflation. To further reduce bur- 
den, we also suggest that you allow taxpayers with reviewed finan- 
cial statements to use the higher $5,000 threshold. 

Finally, we encourage you to examine all aspects of the code to 
reduce the complexity faced by small businesses when preparing 
their taxes. For example, penalty provisions need to consider their 
effect on voluntary compliance, and employers operating across 
state lines need a uniform, national standard for nonresident in- 
come tax withholding rules. The income tax deadline should also 
promote an efficient flow of taxpayer information to provide small 
businesses sufficient time to file accurate returns. 

In summary, small businesses and tax practitioners are inter- 
ested in, and so desperately need, tax reform to reduce the burden 
that hinders growth. 

Again, with that, Mr. Chairman, thank you for the opportunity 
to testify, and I would be happy to answer any questions. 

Chairman CHABOT. Thank you very much. 

Mr. Vitale, you are recognized for five minutes. 

STATEMENT OF LES VITALE 

Mr. VITALE. Thank you. Thank you, Mr. Chairman, Ranking 
Member Ms. Velazquez, and members of the Committee. 

My name is Les Vitale. I am a partner at McGladrey, a national 
firm. I work out of the Boston office, which is comprised of about 
650 professionals. McGladrey is a firm that has 8,000 professionals 
that practice in 80 cities across the country. In addition to that, the 
group I practice in specifically is a small practice group called the 
Local Market Group. The Local Market Group is made up of about 
50 professionals, including five partners. My client base in par- 
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ticular represents about 40 small businesses with sales ranging 
from under five million to up to 100 million in revenue with em- 
ployees from 10 to just about 200. All of my clients are privately 
owned and many are family owned. The majority of my client com- 
panies are S corporations. 

In preparation for today’s testimony, I determined that it was 
best that I poll the practice group so that it was representational 
of the members of my firm. In trying to come up with some com- 
mon themes, we did so, and we came up with three challenges that 
I would like to present to the Committee today. And those subjects 
include the TARS legislation relative to depreciation, privacy and 
security, and also S corporation basis. 

So the rules with regards to TARS legislation in a word are oner- 
ous. The depreciation rules were originally set out to spread the 
timing of a deduction so there really is no question about the fact 
that something is deductible. So it is a question of not if, but when. 
So one of the items that was pointed out by my colleague, Mr. 
Lewis, was that there are differences between small and large com- 
panies and what they are allowed to do under these regulations, 
which has created a burden for the small client. Many of my com- 
panies do not have what is referred to as an applicable financial 
statement. Large companies, in particular large public companies, 
so very large companies that have audits due, the rules therefore 
are different. They are allowed larger thresholds up to $5,000. The 
small clients in our practice unit, the small S corporations, the 
family-owned businesses, have a $500 de minimis exception 
amount only if they elect it. 

When polled, the members of my practice unit said that one of 
the things they have spent the most time on this year is the ad- 
ministrative and compliance requirements related to the TARS leg- 
islation. That legislation and those rules required and are requiring 
the filing of a Form 3115. 3115 could take on average from 10 to 
15 hours of time. Larger corporations, even longer. 

One of the suggestions and one of the recommendations that we 
would make in our firm, and we have talked about this internally, 
is the simplification of the election requirements in electing safe 
harbor for the de minimis rules. One method would be to simply 
modify the current Form 4562, which is the current depreciation 
form. It could simply be redesigned to include the questions that 
are asked of the 3115, and really reduce down the time require- 
ments to prepare that form. 

We would also suggest that the safe harbor amounts be revisited 
and consider raising those levels to $5,000. One of the things that 
the laws do not take into account is the degree of differences be- 
tween companies. Service companies versus innovation companies 
are very different. Their needs and their investment in capital and 
there is really nothing in the code and the current constitution of 
the forms that allows for that flexibility. 

In addition to that I wanted to cover briefly the privacy issues. 
In our firm, we have had over 20 breaches in the last four or five 
months. I have two going on right now. Those have required a sig- 
nificant amount of time, and I know I am not here to suggest that 
I have the answers to security and privacy breach, but the time 
that is spent on the phone, as also pointed out by my colleague, has 
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been significant, and I personally have spent probably 15 to 20 
hours trying to resolve two cases. 

The last item that I wanted to cover was S corporation basis. I 
have a client case right now that is under audit. The client has 
closed the business. They have been in business for about five 
years. They lost money each year, and the auditor has spent three 
days on the audit right now at great expense to the client, and it 
is all about the amount of basis that the client had. The basis rules 
and my dialogue are contained in my testimony feeder review. 

Thank you very much for your time to present these. 

Chairman CHABOT. Thank you very much. 

Mr. Mankowski, you are recognized for five minutes. 

STATEMENT OF STEPHEN F. MANKOWSKI 

Mr. MANKOWSKI. Chairman Chabot, Ranking Member 
Velazquez, and members of the Committee, thank you for inviting 
me to testify today. 

My name is Stephen Mankowski, and I am a CPA. I am the exec- 
utive vice president and tax policy chair of the National Conference 
of CPA Practitioners. 

Tax compliance burden has been defined in the GAO Report on 
Small Businesses as the time and money spent by the taxpayer to 
meet tax obligations, not the associated liabilities. An objective of 
the administration and the IRS has been to minimize taxpayer bur- 
dens and eliminate unnecessary ones. 

There has been a decided change in how business is transacted. 
Credit cards have become the norm. Business owners have had to 
accept the payment processing, compliance, and equipment rental 
costs as cost of doing business. Online sales have caused the IRS 
to question the voluntary compliance of reporting all revenue. 

As a result of a 2008 law, payment card processors had to begin 
reporting credit card receipts of the IRS and the merchant in 2011 
and added the number of monthly transactions for 2012. Once a 
merchant annually has 200 transactions and sales of at least 
$20,000, they will receive Form 1099-K, Merchant Card and Third 
Party Network Payments. Initially, 1099-K results were to be 
placed directly on the specific lines on tax returns. This changed 
as many issues arose. Specifically, there was confusion on how 
sales tax gratuities and merchandise returns were handled on 
1099-K. Those same concerns still exist and are just some of the 
reasons that the IRS has not taken a stronger stance on the use 
of the information on these forms. 

Business owners track revenue by specific categories, such as 
sales, consulting, or rental income. They do not track revenue 
based on how they are paid. Trying to accurately track revenue to 
match the 1099-K would actually result in an accounting night- 
mare. To further complicate the recordkeeping, businesses receive 
a 1099-K for each specific payment processor — one for MasterCard/ 
Visa, one for American Express, one for PayPal, and another for 
Discover. And even a second round if they change processing firms 
during the year. 

From the IRS viewpoint, this form has helped increase voluntary 
compliance among small businesses. Many virtual businesses that 
had previously flown under the radar are now filing income tax re- 



12 


turns and paying taxes. In addition, the 1099-K has allowed the 
IRS to establish a database whereby they can obtain a better un- 
derstanding of the revenue sources within particular industries. 

The IRS instituted a pilot program for the 2015 filing season 
called the Payment Mixed Comparison tool that utilizes database. 
NCCPAP was invited to participate in this program, which allows 
our members to enter selected data from the client’s 1099-K. The 
tool accesses the IRS database by a specific merchant category code 
(MCC) and compares various ratios for a business. The result tells 
the CPA if the results are within the specifications of the database. 
A common flaw with the 1099-K is that if the payment processor 
enters an incorrect MCC code for a business, the results could be 
beyond the standard deviation, which may result in an IRS notice. 
The results from the tool have been strictly for the benefit of the 
taxpayer and for informational purposes only. 

Currently, the IRS is not capturing data from this tool. The data- 
base will continue to improve as the volume of 1099-K data is input 
into the tool. Unfortunately, the tool did not get the expected usage 
due to practitioner concerns. Specifically, many practitioners did 
not believe that the IRS was not tracking results, the name of the 
tool was not the best, and the tool did not go live until February 
2015, after most CPAs had already completed their training and 
had begun preparing tax returns. In addition, many felt there 
should be a better results besides typical or unusual. Hopefully, 
this program will continue and improve next year and we will see 
more uses by tax professionals. If used properly, this tool could ac- 
tually reduce taxpayer burden by addressing issues of credit card 
revenue while the data is still fresh in the business owner’s mind. 

The form 1099-K program also has the potential to be a disaster. 
This is a repeat of warnings from NCCPAP and others in the prac- 
titioner community when the form 1099-K matching program was 
first proposed. The IRS should use all tools possible to ensure tax 
compliance and close the tax gap. However, as the GAO has cor- 
rectly indicated, this is a flawed system with no reliability of 
matching gross income with the 1099-K reports. 

I would like to thank Chairman Chabot, Ranking Member 
Velazquez, and all members of the Committee for the opportunity 
to present this testimony today. I will be happy to answer any 
questions. Thank you. 

Chairman CHABOT. Thank you very much. I think it was excel- 
lent testimony by all the witnesses here this morning, so we thank 
you for that. And we will go ahead and open up the questions, and 
I will yield myself five minutes to begin. 

I will start with you, Mr. Mihm, if I can. In your report, you 
identified around 25 past GAO recommendations that if imple- 
mented could help reduce compliance burden on small businesses. 
How seriously do you feel that the IRS has taken the GAO’s rec- 
ommendations thus far? 

Mr. MIHM. I think on the whole, Mr. Chairman, the IRS does 
take our recommendations seriously. I mean, they have wide rang- 
ing and very difficult responsibilities. We are always making rec- 
ommendations. 

Chairman CHABOT. Have they implemented any of them? 
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Mr. MIHM. They implement quite a few. The ones that we are 
talking about today are ones that we believe they have not yet im- 
plemented, and there are still plenty of opportunities on that. 

Just as an example, the telephone answering over the last year. 

2014, if you called 67 percent of the time you could get through. 

2015, you were getting through 59 percent of the time. I am sorry, 

39 percent of the time. These are the courtesy disconnects. What 
an Orwellian term that Mr. Lewis has mentioned. The wait 
times 

Chairman CHABOT. The courtesy disconnect as it was referred 
to, if you have been waiting on there for two hours, their courtesy 
is to basically hang up on you? 

Mr. MIHM. They hang up on you. Yeah. 

Now, very often though you beat them to the punch because the 
hang-up rate in 2014, the individual saying I cannot take this any- 
more was 29 percent of the calls. It was 57 percent this year. And 
that is also explained by the wait time. The wait time in 2014 was 
about 17 minutes and about 28 minutes this time. And these are 
averages. 

What we have urged IRS to do is a couple of things. One is that 
they need to benchmark their telephone assistance service. They 
are not the only organization in the United States that has a call 
center, and so there are plenty of other places that they can bench- 
mark against. 

Second is that they need to then also be thinking of an inte- 
grated strategy that considers how they can provide service and in- 
formation to taxpayers using both the phone and then also using 
and augmenting the IRS website and having more of an Internet- 
based strategy for getting information out there. 

And then finally, they need to engage the Congress. As their re- 
sources have been going down in recent years, they need to make 
sure that they take a strategic approach, sit down with the Con- 
gress and say these are the tradeoffs that are being made. If there 
are different tradeoffs that we should be making, please give us 
guidance on that. But those are all open recommendations. 

Chairman CHABOT. Thank you very much. 

Mr. MIHM. Yes, sir. 

Chairman CHABOT. Mr. Williamson, I will turn to you next. 

Now, you are a professor and you also have a tax preparation 
service yourself What is the biggest one or two complaints that you 
hear from the small businesses that you do their taxes for? 

Mr. WILLIAMSON. Well, they do not understand the law. And 
when taxpayers do not understand the law, they come to disrespect 
the law. And we all know what happens next, and that is fraud, 
that is cheating. So what we need is simpler rules that I, as a tax 
return preparer, can explain to my clients and they can accept me 
to prepare the return and pay their fee to pay their tax. I think 
all of us here today have said taxpayers want to pay their tax. I 
hail from Utica, New York. I know the people in Utica, New York, 
want to pay their tax. But the problem is they do not understand 
the law. 

Chairman CHABOT. And you indicated that you feel strongly 
that going to a simplified cash method of accounting 

Mr. WILLIAMSON. Absolutely, sir. 
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Chairman CHABOT. — would be one of those critical things we 
could do to make it more understandable? 

Mr. WILLIAMSON. The clients I represent, and I represent the 
smallest of the small probably at this table, where $300,000 or 
$400,000 a year of sales on a Schedule C is a living for your family. 
Those folks do not need to do depreciation schedules and be on the 
accrual method and do cost of goods sold. They know what they 
need. They need cash in the bank, and they are willing to take 
some of that cash and pay their tax with it. 

Chairman CHABOT. Thank you. 

Mr. Lewis, you said something which I agree with very much, 
and if you want to expand upon it briefly, you said that the time 
spent by your average small business person in compliance with 
the tax code is time that they are not spending on what their basic 
business is and having a successful business so they can perhaps 
expand and create more jobs for more people. Is that accurate, and 
did you want to comment on that? 

Mr. LEWIS. Yes, it is accurate. And I think one thing to keep 
in mind is any one particular provision when it starts out has a 
reason. These tax code laws that we are talking about, at one point 
there was either a motivation or something. But when added upon 
the ones from last year and adding upon the ones from last year 
and the last year and the last year, you find that you have got 
these layers. And what we have done is we are not taking every- 
thing away. So every single year you find yourself getting more and 
more. So even if you say this particular provision is not that bur- 
densome, you have to take it in context of what about the last 20 
years and all of that added together. It is simple. They have so 
much time in a day. If you are taking their time by making them 
comply with regulations, you are taking time away from what they 
do. 

Chairman CHABOT. Thank you. 

I will be real brief in my last question, Mr. Vitale. 

Do you think it has reached the point where it is almost impos- 
sible for a small company nowadays to do their own taxes? 

Mr. VITALE. Yes. We have some very small clients similar to the 
professor, and even the smallest of small clients, they have access 
to TurboTax and a lot of tax programs that supposedly could make 
their life easier, but we get calls all the time from small, small 
companies that still need help with that. 

Chairman CHABOT. Thank you. 

Mr. Mankowski, I apologize. I ran out of time, but I am sure you 
will get more questions. 

So I now yield to the ranking member for questions. 

Ms. VELAZQUEZ. Thank you, Mr. Chairman. 

Mr. Mihm, the payment card pilot essentially compares 1099 
forms from payment processors with tax returns to identify under- 
reporting and inconsistencies. If the information on the forms does 
not match, the IRS sends out notices. What is the benefit of a no- 
tice if it leads honest companies to have to put in additional work 
to reconcile forms that may be mismatched for unrelated reasons 
such as self-tax, tips, so forth? 

Mr. MIHM. Yes, ma’am. There are actually two benefits. One is 
before the notice goes out, you would hope that the knowledge that 
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IRS is receiving this payment card information and that this 
matching is taking place will be an incentive to get them to do 
that. IRS has seen some very early data that they believe is show- 
ing that that is the case. Again, this is a minority of taxpayers we 
are talking about. 

For the other taxpayers, it is, as clearly you are implying in the 
question, it is not much of an advantage for them if they have to, 
in a sense, go back and correct an IRS record on this. This gets to 
why we think it is so important for IRS to have a good evaluation 
strategy. The potential for this pilot, like a lot of third-party infor- 
mation reporting, is that it can really reduce burden, can help im- 
prove compliance, so it could be a big deal. And I realize that all 
three of those were conditionals that I used — could, could, could. 
But they have to make sure that they implement it the right way. 
They have to make sure that they reach out to the stakeholders 
and engage them in the design of the program, and they need to 
make sure that they are actually measuring the performance so 
that they know if they are actually getting more benefit for this 
program or are we sending out bogus notices to people that is actu- 
ally causing, more headaches for honest taxpayers. 

Ms. VELAZQUEZ. An important element, of course, is the type 
of outreach that the IRS will do. 

Mr. MIHIVI. Absolutely, ma’am. 

Ms. VELAZQUEZ. So when you look at tax compliance and the 
effect it could have on small businesses, did you also look at the 
fact that since 2010, the IRS lost 18 percent of its budget? Does 
that have anything to do 

Mr. MIHM. Yes, ma’am. And that was the reference I was mak- 
ing to the question of the chairman, is that the IRS needs to en- 
gage with the Congress, given how much their budget has gone 
down. Now, this has all been with added responsibilities. You 
know, both in the growth of the number of taxpayers. Affordable 
Care Act implementation responsibilities, other changes to the tax 
laws. They are in a very difficult position as an agency, and I real- 
ize there is not a lot of appetite to be looking to plus up the IRS 
budget. 

Ms. VELAZQUEZ. Right. 

Mr. MIHIVI. Which means why do we have to engage in that? 

Ms. VELAZQUEZ. But we need to understand that by cutting 
the budget so that it punishes the agency, in reality, it punishes 
small businesses because they will not get the type of services 
needed, such as when you place a call and expect for someone to 
be able to answer that call. 

Mr. Mankowski, you describe how accepting credit cards and 
their related fees is becoming the norm and just another cost of 
doing business. However, as you stated, the complexity of accepting 
different cards with different rules about deposits and deductions 
adds to taxpayers’ burden, how does the rising popularity of elec- 
tronic payments impact your firm’s typical small business client? 

Mr. MANKOWSKI. Thank you. It has been a major impact on 
the clients. They are finding that in the past where they have just 
been able to just accept cash and checks, that more and more of 
the population, for whatever reason, has an aversion to carrying 
cash, and they are paying with credit cards even if it is for a two 
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dollar soda at the convenience store or wherever else they are 
transacting business. So it is something that they have really been 
having to assume the burden of. And with that, they have added 
fees, not just with the processing fees that are going to vary based 
on the type of credit card that is being used, whether it is a points 
card or so forth that tend to have higher rates, in addition to the 
different rates that MasterCardA^isa, versus American Express or 
Discover. But now they are also finding that in addition, because 
of credit card fraud that has also been going on, that now they also 
have added compliance burdens that they are required to go 
through, whether it is some sort of training and annual webinars 
or seminars that they need to undergo to b^e aware of compliance 
and whether there are different rates and different services that 
they are required to do if the card is present or if the card is not 
present, to make sure that they are not participating in the fraud 
that they are trying to prevent. 

Chairman CHABOT. Thank you. 

The gentlelady’s time has expired. 

The gentleman from Missouri, Mr. Luetkemeyer, who is Vice 
Chairman of this Committee, is recognized for five minutes. 

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I am way over 
here on the corner. 

Mr. Williamson, you mentioned in your testimony cash account- 
ing, accrual accounting. You do business with a lot of small busi- 
nesses, and there is a thought process of lowering the amount 
where you have to start going to accrual accounting. What would 
that do to a lot of the small businesses you deal with? 

Mr. WILLIAMSON. It would make it a lot easier for them to file 
their tax returns. 

Mr. LUETKEMEYER. If you lower it to 

Mr. WILLIAMSON. Lower it? No, we are advocating raising the 
threshold that would permit you to drop the cash method to $10 
million. To lower that, I think you would have serious compliance 
problems. 

It alludes to the point I was making a moment ago about dis- 
respect for the system. And if people do not feel that filing their 
tax return adds any value other than having their money con- 
fiscated by the federal government, I do not know if you would get 
very many correct tax returns as a result. 

Mr. LUETKEMEYER. You were talking about noncompliance. I 
was reading the problem with Greece this past month or so here 
that they have 95 percent noncompliance with regards to pay- 
ing — 

Mr. WILLIAMSON. Well, I sincerely hope we never 

Mr. LUETKEMEYER. I do not know how in the world their econ- 
omy can exist if they have got 95 percent noncompliance. 

Mr. WILLIAMSON. I think we see it is not. 

Mr. LUETKEMEYER. They have got a one percent problem, do 
they not? 

Mr. WILLIAMSON. Yes, sir. 

Mr. LUETKEMEYER. You also made a comment, and I want to 
follow up on this which is quite interesting, that your clients do not 
understand the law. 

Mr. WILLIAMSON. Yes, sir. 
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Mr. LUETKEMEYER. If you have small business people who do 
not understand tax law, how can they make good plans? How can 
they make good business decisions? How can they make good judg- 
ments on how they want to run their business? Are you advising 
them on this? Are you taking an advisory role? Or are they just out 
there like a ship without a rudder? Because if you do not under- 
stand the tax implications of the business decisions you make, you 
can really mess up your business pretty quickly. 

Mr. WILLIAMSON. Precisely, Congressman. And too often that 
is the case. People make business decisions without understanding 
the tax consequences of them. And I like my clients to always know 
they can call me and ask a question and will not necessarily get 
a bill off the top, not like the lawyers. But I would hope that they 
would call me. But the problem is the law is so complex. 

Chairman CHABOT. The chair will strike that last remark from 
the record. Just kidding. 

Mr. WILLIAMSON. But you are absolutely right. Congressman. 
Businesses do not understand tax law, and too often make the 
wrong decision. 

Mr. LUETKEMEYER. And the complexity of it just adds to the 
problem. 

Mr. WILLIAMSON. Yes, sir. 

Mr. LUETKEMEYER. So we are adding to that problem every 
year as we go about our business here. 

Mr. Lewis, you are in the banking business. I have got a quick 
question for you here. We have created fewer businesses in the last 
six years than we have lost, so we have actually gone backwards. 
And of course, when you are talking about creating businesses, it 
is small businesses that we are talking about creating. And so have 
you seen in your business world, that the tax code and the com- 
plexity of it and the cost of compliance, all of this is a factor that 
has caused fewer businesses to actually be created? 

Mr. LEWIS. Yes, and that is a great question. I think the answer 
in short is yes. Again, it goes back to simple algebra. At some level 
there is only so many hours 

Mr. LUETKEMEYER. You better make simple algebra very sim- 
ple for me. 

Mr. LEWIS. There are only so many hours in a day, and there 
is only so much time and there is only so much revenue coming in. 
And again, look at the banking, look at the financial services, for 
instance. The last decade there has been all this bank regulation 
that has come upon us. Just look at the bank itself What you find 
is you find all this additional level of compliance that is required, 
and any one particular provision makes sense. There is a reason 
for it. But taken as a whole, it becomes problematic because in the 
end, really, as was mentioned here, a small business owner, what 
really matters to them is what they can put in their pocket at the 
end of the day. It is the cash in their pocket. It is what they can 
do. It is what they can consume. It is to take that money and pay 
for tuition for their child. It is to take a vacation. It is to pay a 
mortgage. That is what really matters. And all the rest of this that 
we are discussing is getting to that bottom line. 

So you asked the question, what kind of an impact does it have? 
First of all, I cannot advise a client right now on the tax law for 
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the current year because we have the extenders that are still out 
there. How can I go to somebody and tell them what is going to 
happen with bonus depreciation? Or 179? They are going out to 
make a decision right now. They want to make a decision but in- 
stead they are paralyzed because they do not know. Tell me what 
the law is they will say, and then I will know how to react. You 
can help me, because after that it is an Excel spreadsheet. You can 
run it. But before then, without certainty, without permanency, you 
run into this problematic situation where, yeah, it does impact 
th.os6 bvisiriGSSGS 

Mr. LUETKEMEYER. That is interesting. You talk about 179 
depreciation. Last year we did the extender I think two weeks be- 
fore the end of the year, and I have got a good friend of mine who 
runs a business that he sells a lot of rock crushers and drills and 
things like that for quarries. And he, over the course of the year, 
sold 11 different drills. Sold 11. But he sold six of them in the last 
two weeks of the year. Now, these things cost between $100,000 
and $125,000. And I can tell you the same story with regards to 
farmers buying tractors and farm equipment. They waited until the 
last two weeks of the year in order to make that decision because 
they were looking for this opportunity. 

Mr. LEWIS. It certainly was not because of Christmas; no. 

Chairman CHABOT. The gentleman’s time is expired, but if you 
wanted to comment. 

Mr. LEWIS. I was going to say and the reality is the commentary 
would be if the tax law has a shorter shelf life than say a carton 
of milk, it is probably something we ought to look at. That is going 
to impact them. 

Chairman CHABOT. The gentleman’s time is expired. 

The gentlelady from North Carolina, Ms. Adams, who is the 
ranking member in the Investigations, Oversight, and Regulations 
Subcommittee, is recognized for five minutes. 

Ms. ADAMS. Thank you, Mr. Chairman, Ranking Member 
Velazquez, for hosting this hearing. 

Tax burden on small businesses buried in the complexities of the 
tax system is something that we must tackle head on. The state 
of North Carolina is home to more than 800,000 small businesses, 
which means that there are more than 800,000 small firms in my 
home state that potentially have tax compliance issues, including 
cost burdens associated with tax compliance. 

Mr. Williamson, how should the current tax code be altered to re- 
duce that cost burden for small businesses? 

Mr. WILLIAMSON. Well, in terms of the tax return itself, we 
could make that a lot simpler. All of us have advocated here with 
respect to advancing more cash method of accounting so you do not 
have the need to compute your inventory, cost of goods sold, the de- 
preciation schedules you have to keep. Basically, treat everything 
as 179 as was alluded to earlier, or as bonus depreciation, 100 per- 
cent depreciation. And so it is simply to prepare your tax return 
based upon your checkbook and the cash that comes in, the cash 
that goes out, and we net the two and that is your taxable income. 
That makes a very simple tax return. 

Ms. ADAMS. Okay. 
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Estimates by Internal Revenue Service of the size and the com- 
position of the federal tax gap indicate that small businesses orga- 
nized as a pass-through entity account for a substantial share of 
that gap. Their contributions are thought to be the result of honest 
mistakes born of the complexity of the code and tax evasion tied 
to cash payments for goods and services. How should the federal 
tax code be reformed to reduce noncompliance by small businesses? 

Mr. Williamson? 

Mr. WILLIAMSON. Well, as far as the pass-through entities go, 
and as was already pointed out here in the testimony, most rev- 
enue for small businesses is coming through pass-through entities. 
We can, again, through the cash method of accounting, easily de- 
termine what the net profit is of the business and allocate it to 
your partners or to your S company shareholders on the Kls. The 
complication that arises is they need to separately account for all 
the items on a partnership return or S company return because 
they might impact an individual partner or individual S company 
shareholder differently. That is a problem in terms of the pass- 
through entities. 

I would offer, and again, I think a proposal has been made, for 
earlier filing of pass-through entity returns so that the information 
forms through the individual partners or shareholders would be in 
their hands a lot sooner, and that way they would have more time 
to prepare their tax returns and that would increase compliance. 

Ms. ADAMS. Okay. I have one final question. 

Minority firms often have an even harder time getting off the 
ground and then staying afloat than other demographics of small 
businesses, particularly as it relates to lending. 

For Mr. Williamson and Mr. Mihm, have you studied the impact 
that tax compliance has on minority-owned firms, and if so, what 
is the rate of minority-owned firms closing their businesses as a re- 
sult of the difficulty in the tax compliance compared to white- 
owned firms? 

Mr. WILLIAMSON. Congressman Adams, I do not have those 
statistics in front of me. I can be happy to do my best to try to find 
some of that information for you but I have no information on the 
relative closures of minority firms versus nonminority firms at my 
fingertips. I am sorry. 

Ms. ADAMS. Would either of the other gentlemen like to re- 
spond? 

Mr. MANKOWSKI. Ma’am, we do not have that information ei- 
ther, but we would be happy to work with Mr. Williamson and oth- 
ers to make sure we answer your needs on that. 

Ms. ADAMS. Okay. 

One challenge to tax compliance for small businesses may be 
that the tax code has no uniform definition of a small business, so 
how should small businesses be defined for tax purposes? 

Mr. WILLIAMSON. What we have done in the Tax Policy Center 
is to define them as $10 million of gross receipts. If you look at pro- 
visions of the Internal Revenue Code, Uniform Capitalization 
Rules, some of the other provisions regarding, $10 million seems to 
be a generally accepted threshold. And I think that is what the 
GAO study used as well. 
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Ms. ADAMS. Would either of the other gentlemen like to re- 
spond? 

Mr. MANKOWSKI. Yes, ma’am. We have used, taking Treasury’s 
lead, we use $10 million, although as you point out, there are a va- 
riety of different ways that you can do it. Number of employees. 
But we use the $10 million. I should also point out that the way 
IRS is organized implicitly assumes that the $10 million, their 
small business unit has a $10 million threshold to the organiza- 
tions or entities that it looks at. 

Ms. ADAMS. Thank you. 

Mr. Chair, I yield back. 

Chairman CHABOT. Thank you. The gentlelady yields back. 

The gentleman from New York, Mr. Hanna, who is chair of the 
Subcommittee on Contracting and Workforce is recognized for five 
minutes. 

Mr. HANNA. Thank you. Chairman. 

The tax cap that you spoke of, Mr. Mihm, and everybody alluded 
to in one way or another, I would like to talk to you about the un- 
derground economy and the propensity for it to grow over time 
through difficulty in the tax code and what you see on the ground. 
It is a concern to a lot of people. I mean, there are all kinds of in- 
centives not to pay your taxes. One of them is other people are not. 
In the aggregate nature of the 1099s and collecting credit cards, 
that is pretty subjective. It certainly can be. I am curious how it 
is fair. 

And Mr. Williamson, one of the problems with going from five to 
10 on a cash basis, and what the IRS does now is if you buy inven- 
tory on a cash basis, then basically, you are mixing your accrual 
system with your cash system. 

So Mr. Mihm, if you could address my question about the under- 
^ound economy and its growth. If you are prepared to do that a 
little bit, or anybody who would like to. 

Mr. MIHM. Yes, sir. The tax gap as you are mentioning is enor- 
mous. I mean, IRS estimates — this is based on 2006 data — ^but it 
is about $450 billion a year. And this is the difference between le- 
gally owed and actually paid in a timely manner. Some of that is 
clearly the underground economy, meaning that it is nonfilers. In 
the technical term, this is people that ought to be filing that just 
are not. 

Mr. HANNA. Do you have any idea? How could anyone have an 
idea what that is? But do you have one? 

Mr. MIHM. Well, they have a national research program so it is 
an enormously complex estimation that they do. The size of the un- 
derground economy is probably the weakest aspect of that esti- 
mate. A lot of that, also the tax gap source is underreporting of 
people who do actually report but do not report the full amount. 

Mr. HANNA. But so much happens with compliance on the mar- 
gin. 

Mr. MIHM. Yes, sir. 

Mr. HANNA. Virtually everything, right? 

Mr. MIHM. Right. 

Mr. HANNA. So marginally, difficulty with filing, as Mr. 
Williamson talked about, the cash basis, which is certainly easier, 
what do you think that looks like today? 
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Mr. MIHM. Well, your point, sir, about it being marginal is ex- 
actly right, and it gets to what one of the key strategies needs to 
be, which is assuming that most people do want to pay their 
taxes — now, we are not talking about the underground economy in 
this case, but assuming that most people do want to pay their 
taxes, and then making it easier for them to do so, because in 
many cases where there is underreporting, the amount of under- 
reporting makes it hard to justify going after any one individual. 
I mean, you have to in some senses to get a deterrent effect to 
make sure that people always know that they have to, but you do 
not want to spend a million dollars going after $5,000. You cannot 
do that in all cases. 

Mr. HANNA. But is that not part of the problem? 

Mr. MIHM. Yes, sir. 

Mr. HANNA. I mean, because what you are really doing is you 
are sending a message that you are incentivizing smaller tax- 
payers’ amounts of money because you are only after those people 
where the money is. Right? Willie Sutton. 

Mr. MIHM. Yes, sir. 

Mr. HANNA. But when you look at the aggregate number, you 
mentioned $450 billion, that would draw you towards an opposite 
conclusion. It might. 

Mr. MIHM. Well, that is why good customer service is so impor- 
tant. That is why third party reporting that makes compliance rel- 
atively easy for people is so important. Because obviously, you are 
making exactly the right point here. Trying to chase the money 
after the fact is ultimately not going to be very good. It is not going 
to be good for the businesses because of the mistakes that could be 
made as the ranking member mentioned. It is not going to be good 
for the IRS because of the cost benefit of that. We need to make 
sure that we have in place the right independent third party re- 
porting. We make sure we have the customer service. 

Mr. HANNA. So even though the money is not there, the value 
of going after those people who fall completely under the radar, not 
paying at all, the underground economy, there is value in that? 

Mr. MIHM. Yes, sir. You cannot do that in all cases but we need 
to do enough of it so that as the vice chair was mentioning in his 
questions, is that we do not get basically a sucker tax system 
where the people who are paying their taxes are the criminals. 

Mr. HANNA. Mr. Williamson, how do you reconcile, if you got to 
5 to 10 on a cash basis and get rid of accrual for everybody under 
that, how do you reconcile — and I have got about 38 seconds — the 
inventory? 

Mr. WILLIAMSON. That is the point. That was the point in my 
written testimony. Congressman. We would eliminate cost of goods 
sold and that the purchases or construction of inventory would be 
deducted as those costs are incurred regardless of when the prod- 
uct is actually sold. 

Mr. HANNA. But are you not giving bonus depreciation to every- 
thing that used to be called inventory? 

Mr. WILLIAMSON. That is what we were saying. In a world 
that we would be advocating, bonus depreciation would be ex- 
tended to inventory. 

Mr. HANNA. Thank you. My time is expired. 
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Chairman CHABOT. Okay. Thank you very much. The gen- 
tleman yields back. 

The gentlelady from American Samoa, Ms. Radewagen, who is 
the Subcommittee chairman on Health and Technology is recog- 
nized for five minutes. 

Ms. RADEWAGEN. Thank you, Mr. Chairman. 

My question is for Mr. Vitale. Is it safe to say that the higher 
cost associated with the tax compliance obligations that tax profes- 
sionals endure push small business owners to waste their time pre- 
paring their own complicated taxes instead of growing their busi- 
ness? 

Mr. VITALE. Great question. There is probably an element of 
truth to that. The fundamental problem is going to remain until 
the code is simplified and clarified. The person who has invested 
in their business and has a lot at stake is, more often than not, 
going to eventually reach out to the professional to try to get the 
right answer and the best answer possible. And that is an expen- 
sive proposition. But the cost of them not doing that and going the 
other way at the end of the day could probably be much more cost- 
ly by their failure to comply. 

Ms. RADEWAGEN. Thank you. 

Thank you, Mr. Chairman. I yield back. 

Chairman CHABOT. The gentlelady yields back. 

I now recognize the gentleman from South Carolina, Mr. Rice, 
who is chairman of the Subcommittee on Economic Growth, Tax, 
and Capital Access for five minutes. 

Mr. RICE. Gentlemen, thank you so much for being here today. 
I heard directed stated or allusions to the fact in all of your testi- 
mony that small businesses are the backbone of the economy and 
the backbone of job creation in this country; right? Pretty much ev- 
erybody agrees with that. 

Beginning in 2009, for the first time since it has been recorded, 
more American businesses are closing than are opening. Do you 
think this outdated and burdensome tax code has anything to do 
with that, Mr. Mihm? 

Mr. MIHM. That is something, sir, that we really have not 
looked at directly, so I will have to defer to my colleagues on the 
panel if I may. 

Mr. RICE. Okay. Well, do you think overburdening government 
regulation, do you think that has anything to do with it? 

Mr. MIHM. Well, there are certainly, as we pointed out in this 
testimony, other findings looking at regulations in general. There 
are costs associated with the implementation of regulations. There 
are costs to small businesses. And we have a table that shows that 
for corporations, if you have less than five employees, it can be be- 
tween, you know, around $4,500 per employee in order to comply. 
That is a substantive cost that is imposed. 

Mr. RICE. Do you think the complexity of our tax code creates 
a barrier to formation of small business? 

Mr. MIHM. Certainly, the complexity of the tax code creates a 
barrier to any economic activity. It creates a barrier to compliance. 
It creates a barrier to economic growth. 

Mr. RICE. Mr. Williamson, for the first time, beginning in 2009 
and continuing through today for the first time more American 



23 


businesses are closing than forming. Do you think our complicated 
tax code has anything to do with that? 

Mr. WILLIAMSON. In my personal experience, what it is usually 
about is “I better get out of business because I cannot pay my pay- 
roll taxes for my employees.” 

Mr. RICE. Mr. Lewis, do you think — same question to you. Do 
you agree our tax code is a burden to formation of small business 
and to continuing small business? 

Mr. LEWIS. I think the tax code is certainly a contributor. One 
of the things that I think is missing in most of our regulation, 
which is in essence what tax law is, is we failed to adequately ad- 
dress the cost benefit. I know I hear it. I see it. People talk about 
it. But are we really looking at cost benefit from the small business 
lens? That is the question. Right? I mean, you will hear people, 
they will espouse from the floor this is a good thing and it weighs, 
outweighs, but I think the real issue is from a small business lens. 
One of the things we have is a fundamental 

Mr. RICE. Mr. Lewis, it is not that I do not want to hear; I do 
want to hear, but I only have five minutes left to keep going. 

Mr. LEWIS. All right. 

Mr. RICE. Mr. Vitale, I am going to shift questions on you. 

Since 2010, notably the date that Dodd-Frank was enacted, bank 
formations have slipped from an average of 100 per year to three 
per year. Do you think that will have any effect on small business 
given that new banks are typically small banks and they are typi- 
cally the ones who lend to small business? 

Mr. VITALE. I believe the answer is yes based upon — I will af- 
firm in our client base, we are a $1.6 billion revenue firm. Sixty, 
70 percent of our business is labeled as small to midmarket, and 
with the reduction in the number of banks that we have seen — 
community banks, local banks, we have seen many of our clients 
go to alternative markets for their financing. That financing is 
often much more expensive. 

Mr. RICE. But the really small businesses, those alternative 
markets are not really available to them, are they? 

Mr. VITALE. The alternative market is usually an angel investor 
or private investor, and that money is even more expensive. 

Mr. RICE. Mr. Mankowski, do you think that the slippage of an 
average of 100 bank formations to three, which these new banks 
are typically the lenders to new banks, do you think that will have 
an effect — to small businesses, excuse me — do you think that will 
have an effect on business formation? 

Mr. MANKOWSKI. I think as far as business formation, not nec- 
essarily, because a lot of the businesses, recently they have been 
the byproduct of the overall economy where they have been 
downsized out of their current opportunities, and now they have 
exhausted their unemployment benefits and they have kind of been 
forced into their own businesses. So the bank formation, not so 
much of causing people to not form their businesses, but I think 
it hurts them if they are looking for additional revenue because I 
do agree that the smaller banks and the community banks seem 
to be the ones that really are more in tune to lending to the small 
businesses. 

Chairman CHABOT. The gentleman’s time has expired. 
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The gentleman from Nevada, Mr. Hardy, who is chair of the Sub- 
committee on Investigations, Oversight, and Regulations, is recog- 
nized for five minutes. 

Mr. HARDY. Thank you, Mr. Chairman. 

I just happen to be a small business owner myself, or at least I 
used to be. And Mr. Williamson made the statement, Mr. Lewis, 
just a few minutes ago, the fact that people, businesses want to pay 
their taxes. And I agree. As a small business person, I want to pay 
my taxes. Would you agree the reason we want to pay our taxes 
is because we have to have a good, sound foundation to make sure 
we are profitable in paying taxes in order to receive revenue from 
banks? 

Mr. LEWIS. Yeah. I mean, one way to look at it is that small 
business owner is in a partnership with the federal government. 
There are a lot of services, a lot of economic ability to make money. 
And so there is this agreement. And the tax code is sort of like the 
partnership agreement. It defines how we are each going to behave 
with each other, and I think the majority of Americans that own 
these small businesses are hard-working, they are entrepreneurial, 
and they want to do what is right. It is when you start adding in 
complexity, the lack of certainty, the perception of inequality, I 
think that is where you start getting the fringes where people start 
to take a step back and either through overt or covert actions 
maybe are a little less complaint. But I think the majority want to 
comply. 

Mr. HARDY. I believe there are a number of things that are 
causing small businesses to fail, but in 2012, 64 percent of all em- 
ployees working were working for small businesses. Today, we have 
the lowest number of small businesses in the last three decades or 
further. Is it because of our tax regulations? Do you think it is a 
combination of a number of things? Anybody care to address that? 

Mr. WILLIAMSON. Well, I will just say that it is very difficult 
for my clients when they decide whether they are going to take the 
next step and hire someone. As we have seen here today, it is very 
expensive. Just the tax compliance costs are very expensive. The 
941s, the W-2s, the payments every two weeks or a month. That 
is very intimidating for a small businessman to take on that first, 
second, or third employee, and then to have the cash flow, of 
course, to be able to pay them their wage. 

So regarding small businesses, that, in my practice, holds them 
back as to whether they are going to hire those first two or three 
people. That is a big, big deal with them, and the tax rules impede 
that. 

Mr. HARDY. Some months ago we had a hearing here and they 
discussed other tax causes to small businesses, and once you grow 
just even your business a little bit, the average, I think it was, 
about $1.2 to $1.5 million per year for people to get their taxes 
done once they reach a certain threshold. Have you seen that, Mr. 
Williamson, on your avenues? That is just to prepare it to get it 
to you folks. 

Mr. WILLIAMSON. That is true. To assemble the books and 
records to put them on my desk so I can do the return is quite a 
procedure for them. And to ask me, or anyone at this table to do 
that kind of work can be very, very expensive, and it is very hard 
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to find people that have the skills to assemble that financial infor- 
mation for them in order to have me even begin the tax return. No 
question about that. 

Mr. HARDY. The 1099 form, Mr. Mankowski, why does the 1099 
requires so much for small businesses, is such a burden? Can you 
go into a little deeper process of what your discussion was there? 

Mr. MANKOWSKI. Yes, there are two aspects. First is that there 
is common belief that there are items that to go onto the credit 
card receipts that are not revenue to the business owner, such as 
sales tax, gratuities, and even if someone has a return of merchan- 
dise that they purchased. 

Take a restaurant as an example. If you put your gratuity onto 
your credit card, that will show up on the 1099-K, but that is not 
revenue to the business owner. Another concern from a 1099-K per- 
spective is if you have one of your vendors that pays you with a 
credit card, where normally they would issue you a 1099-MISC de- 
pending on the type of service, if you pay with a credit card, you 
no longer have that responsibility to issue that person the 1099- 
MISC if their only payments were credit cards in excess of $600 
total for the year. If you now have payments under the $600 that 
were totaled under with cash or checks, you are relying on the 
credit card processor to issue the 1099-MISC. In essence, it falls on 
the 1099-K, not through the 1099-MISC, a form that the govern- 
ment is not really using for full verification of the income for the 
business owner. 

Mr. HARDY. Okay. Let me ask one last question. 

Mr. Vitale, as far as the IRS, can you elaborate how they can and 
should be providing us better security for small businesses and all 
businesses in their businesses to make sure we are protecting that 
security of those tax returns? 

Mr. VITALE. Sure. One of the things that I highlighted in my 
written testimony was the use of PINs. We have some experts in 
the office that specialize in security, cybersecurity, and I believe 
the way the world is going towards a PIN-based system, the cur- 
rent Social Security Number is very vulnerable, very easy to get at. 
It is very easy to hack, and that is the gateway to a lot of theft. 
And I believe the transition has to happen sooner rather than 
later. 

Chairman CHABOT. The gentleman’s time has expired. 

We are going to move into a second round, and we are going to 
start off witji Ranking Member, Ms. Velazquez, for five minutes. 

Ms. VELAZQUEZ. Thank you, Mr. Chairman. 

Mr. Williamson, we know that there has been a movement away 
from businesses organizing as C corporations in favor of pass- 
through entities. Today, corporate tax revenue makes up less than 
10 percent of our federal revenue. What is it about pass-through 
entities that make them such an attractive business structure, and 
what is the effect on small firms when our tax policy hinders their 
use? 

Mr. WILLIAMSON. Well, that is an excellent question, and obvi- 
ously, the answer is, of course, C corporations are subject to two 
levels of tax, once at the C corporation and then a second tax when 
any sums are distributed to the shareholders. That is why you 
have a continuing decline in C corporations, particularly when you 
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have S corporations available that are corporations for all purposes 
other than the IRS revenue code. And also, now you have the LLC, 
the limited liability company, that provides the same limitation on 
personal liability of the owners of the business. So that is why you 
see C corporation numbers go down and pass through numbers go 
up. 

Ms. VELAZQUEZ. Thank you. 

Can you elaborate on whether individual tax rates influence 
business decisions? 

Mr. WILLIAMSON. Well, that goes in, again, and my written 
testimony referred to that, is that if we are going to reduce the cor- 
porate tax rate in this country, some consideration must be given 
to small businesses; that the LLC, the S corporation, indeed the 
sole proprietor, will be paying effectively higher rates than C cor- 
porations. And C corporations do not have to pay dividends. And 
the owner of a C corporation can sell the stock rather than take 
distributions. So some consideration must be given to the sole pro- 
prietorship pnd partnership and LLC industry. 

Ms. VELAZQUEZ. Thank you. 

Mr. Mankowski, you mentioned the PMCT pilot program had 
some drawbacks, including an overly simplistic, typical, or initial 
response when comparing a client’s data to the database. What rec- 
ommended changes would you make to better implement the pro- 
gram this coming tax season? 

Mr. MANKOWSKI. Thank you. As far as the implementation, if 
the IRS really wants to maintain the anonymity for the users, they 
really can have some of the specific results that many of us practi- 
tioners would be looking for to know where their ranking is inside 
of the usual or the unusual. So it is almost a catch-22. How much 
information do you really want to get to see where you are at in 
the specific categories? I think having the ability to have it rolled 
out earlier this year as year two to the practitioner community, at 
least for those who have been in the pilot program already, will 
just add on to the number of users that are going to be familiar 
with the tool that now when they are doing their preseason train- 
ing, it will be more at the forefront that this tool exists, even to 
the extent to go back and look at the 2014 tax data and see where 
the results came in, meet with their business owners and say, 
“Here is where some of the results were coming out.” Use it as a 
preseason tool and potentially have the ability to advise our clients 
and work with them so that they can avoid that love letter from 
the IRS that they get usually about a year, year and a half after 
the fact, that at least if it is addressed and have some general in- 
formation and answers when they get a letter from the IRS if their 
results were out of spec, you can pull the results out of your file 
and say, “Mr. Business Owner, remember we talked about this last 
year? Here is some of the information. We have done the leg work.” 
And then tljey are better able to answer the notices at that point. 

Ms. VELAZQUEZ. Thank you. 

Thank you, Mr. Chairman. I yield. 

Chairman CHABOT. Thank you. The gentlelady yields back. 

In my five minutes, I would like to do something a little bit dif- 
ferent. We have had some great answers to some, I think, very 
good questions as well. But rather than ask specific questions, I 
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would just like to, you know, we are making a record here. If there 
is just one point that you would like to leave with the Committee, 
something you would like us to implement, or act upon, or consider, 
you know, I would be happy to hear. And since I did not get to you, 
Mr. Mankowski, maybe I will begin with you and we will just go 
down the line. But you have got about a minute each. You do not 
have to take it all up but I would ask you not to probably go any 
further than that. 

You are recognized. 

Mr. MANKOWSKI. Thank you. 

As far as one parting comment, I think that the IRS has almost 
been in a catch-22 recently. They have been asked to do more and 
more between implement the Affordable Care Act last year along 
with repair regulations, and for the current year, also implement 
the Employer Shared Responsibility portions. They are doing this 
with, I believe, one of the congressmen had mentioned that their 
budget has been down 17 or 18 percent over the last few years, and 
that is an annual decrease that they have been getting. So they 
have been getting — having to do more and more with less re- 
sources. And even now they are looking at saying, “Well, how come 
you have not done more with the 1099-K.” You reach a point where 
they are in a hiring freeze, they cannot bring on staff, and as not 
bringing on staff, they are also having the attrition from the higher 
level people. The people who are not coming on now are the ones 
that may be a little bit more tech savvy that can really take the 
service to the next level to make it a better service for all the prac- 
titioner and taxpayer community. 

Chairman CHABOT. Thank you. 

And maybe I will just — one quick thing in response. If perhaps 
they should not use at least some of the resources for targeting 
groups who have a certain political persuasion and wasting re- 
sources on that, and then having to have their people come and tes- 
tify and defend themselves and records are lost and all the rest, 
too. But I hear what you are saying and tend to agree with it. 

Mr. Vitale? 

Mr. VITALE. Sure. I think to that point, the one observation I 
have and the recommendation would be to have the service re- 
evaluate how it deploys its resources, where it spends its time. 
With my clients with businesses, those that are very successful 
have good strategic plans. They have a plan. They invest the right 
time and money into the areas that yield the best benefit. 

As a case in point, in my written testimony I spoke at the end 
of a client that I have under audit. The client has lost money, res- 
taurant business, five years, very difficult, two partners put all 
their own money in, lost it, borrowed money, paying that off, lost 
it. And the auditor has spent three days auditing a company where 
even if she makes a change, it is not going to make a difference. 
So I think those three days, 24 business hours, could be spent by 
people at the service doing better things than that. 

Chairman CHABOT. Thank you. 

I have only got two minutes left. Mr. Lewis? 

Mr. LEWIS. I will be quick. 

Chairman CHABOT. You have got 45 seconds. 
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Mr. LEWIS. Two things. Number one, what can Congress do? 
Congress can support small businesses by reforming the tax code. 
It needs to be simple, it needs to be fair, and it needs to be equi- 
table. You give that to small business owners and they will re- 
spond. They want it, they need it, you can give that to them. That 
would be wonderful. 

Second thing, IRS services. There is no substitute, there is no ad- 
ditional reference point or no additional source that we can go to 
to serve those clients and to serve those taxpayers. 

Chairman CHABOT. And the third one real quickly? 

Mr. LEWIS. That is the second one. That is the two. Just IRS 
services, focus on those. 

Chairman CHABOT. Very good. Thank you. 

Mr. Williamson? 

Mr. WILLIAMSON. Yes. Strategically, you can have carve outs 
for small businesses. You are considering international tax reform 
as we speak. You can have carve outs for small businesses of under 
$10 million so they do not have the same level of compliance. They 
will not go overseas. Take a look at the forms. Take a look at the 
requirements. Tactically, and I think it has been mentioned here, 
the $2,500 increase to the allowance to simply deduct anything and 
not have to depreciate it. 

Chairman CHABOT. Thank you very much. 

And you have got my last 50 seconds. 

Mr. MIHM. I will do my best not to take the full 50, Mr. Chair- 
man. 

I think you have got excellent ideas, so I will not repeat them, 
but just align myself with those and go off on a bit of a different 
direction, and that is on the identity theft at IRS. It costs them 
about $5.8 billion in 2013, IRS estimates, in which they pay to 
identity thieves. Now, they stopped or recovered, they estimate, 
about $24 billion before it goes out. That is a real target of oppor- 
tunity for them to be more strategic in going after — and it is a pri- 
ority area for them to reduce the amount of identity theft as it af- 
fects IRS. 

Chairman CHABOT. Thank you. My time is expired. 

The gentleman from New York, Mr. Hanna is recognized. 

Mr. HANNA. Mr. Williamson, I will get back to your cash basis. 

How do you manage? I mean, we know even if you are on accrual 
now, you are on accrual. It does not matter the size necessarily. I 
mean, the $5 million point for cash. But how can you — how do you 
avoid cheating on your — by essentially buying inventory, growing 
your business, or maybe that is what you want to happen. How do 
you 

Mr. WILLIAMSON. I agree. Congressman. That is not cheating; 
that is growing. 

Mr. HANNA. Right. Right. But I mean does it not become ma- 
nipulative if you are essentially, with 179, you are saying go out 
and buy a piece of equipment, which may or may not be good. You 
have to hope the owner does that smartly. On the other hand, you 
could conjecture that the same thing would happen with inventory 
simply to avoid paying taxes. But I guess that is part of your point, 
is it not? 



29 


Mr. WILLIAMSON. Frankly, I cannot think of anything less ma- 
nipulative than a totally cash basis of accounting, and simply use 
the checkbook as we are advising. 

Now, clearly, it may not be as financially accurate, and I am not 
here to say that if you are filing SEC reports you need to be on 
the cash basis. Certainly not. 

Mr. HANNA. What you are suggesting though is ultimately it 
works itself out. 

Mr. WILLIAMSON. Oh, yes. 

Mr. HANNA. Over time, whether you do something more one 
year or not as much the next year, over a period of time 

Mr. WILLIAMSON. Over the life of the business you recognize 
the same amount of income and have the same amount of ex- 
penses. 

Mr. HANNA. I understand. 

Mr. WILLIAMSON. It is all timing. 

Mr. HANNA. Mr. Mihm, do you want to speak to that at all? 

Mr. MIHM. No, sir. That is not an issue that we looked at in any 
detail. 

Mr. HANNA. So with the IRS cutting back on their budget, I 
mean, it really is kind of, you know, everyone here has complaints 
with the IRS for one reason or another. But back to the 1099-K, 
I am guessing, Mr. Mankowski, that you do not like it that much. 
You do not like aggregating, turning a lot of it into guesswork, 
comparing businesses on the aggregate, and then coming up with 
conclusions that this person or that person, company or not, has 
complied or not? 

Mr. MANKOWSKI. I do not believe, I mean, the form itself, at 
least in my estimation, was kind of created to get a lot of your peo- 
ple who have been conducting business on the Internet. Your eBay 
sellers. And from that perspective, I think the form has been very 
successful. There are clients that have come in that have no idea 
that they had a million dollars worth of business that they had 
done on eBay. So it does not mean they made a million dollars, 
they just sold goods to that level. 

So from that perspective, it has been accurate. Unfortunately, 
the majority of businesses are not conducting their business on the 
Internet, and it has really been — they are collateral damage be- 
cause they are out there reporting their revenue as it is, and they 
have been doing that all along, but they are the ones that are get- 
ting the notices. 

Mr. HANNA. The ones being like Dragnet. You throw this giant 
net in the water and some people deserve to be caught, others do 
not. 

Mr. MANKOWSKI. Right. 

Mr. HANNA. But everybody may be inconvenienced based on 
some subjective notion that the IRS has about the general idea of 
what that business ought to be paying or this business. 

Mr. MANKOWSKI. Right. Unfortunately, a lot of those busi- 
nesses that are getting the large credit card sales through their on- 
line businesses — I will take someone, a client who is on eBay. By 
the time they have their listing fees, their shipping fees, their 
PayPal fees, and then their cost for the product, they do not make 
a lot of money. 
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Mr. HANNA. I am going to take a rare moment to defend the 
IRS. If you were them and your budget was going down every year, 
this would be exactly what you would want to try to do, to aggre- 
gate businesses based on numbers from 1099s, come up with broad 
conclusions about who is good and who is bad. 

Mr. MANKOWSKI. From that perspective, yes. I think time will 
hash out what needs to be adjusted out of this form, specifically the 
restaurant owner with gratuities, sales tax, and how that is going 
to be affected and how they are looking, because the IRS is sending 
out soft notices that as long as the taxpayer responds, here is my 
brief reconciliation, here is my gratuities, and this is my number 
I reported, they are fine with that. It is just a lot of extra work on 
the business owner to really go back and try to figure out whether 
it is right or wrong because they do not track their revenue based 
upon whether it is credit card, cash, or checks. 

Mr. HANNA. Right. And if the IRS published those numbers I 
suppose it would be another problem, what they are looking for, 
what they are not looking for. 

My time is expired. Thank you. Chairman. 

Chairman CHABOT. Thank you. The gentleman yields back. 

The gentleman from South Carolina, Mr. Rice, is recognized for 
five minutes. 

Mr. RICE. Mr. Mankowski, you were talking a minute ago, just 
when I was speaking in my first five minutes, I was talking about 
maybe some of the reasons why for the first time in American his- 
tory we are seeing business dissolutions outpace business forma- 
tion. And you said earlier that the IRS has had to implement 
Obamacare in the last two years and we did not give them any 
more resources to do that. Has not small business had to imple- 
ment Obamacare in the last two years, too? 

Mr. MANKOWSKI. If you look under the IRS description of 
small business being the $10 million and less, they have been be- 
cause they are the business 

Mr. RICE. Okay, they did have to implement, too. 

Mr. MANKOWSKI. Yes. 

Mr. RICE. Did we give them any additional resources to do that 
with? 

Mr. MANKOWSKI. I do not know the answer to that, sir. 

Mr. RICE. Could that have something to do with the slowdown 
in formation of small businesses? 

Mr. MANKOWSKI. Yes. 

Mr. RICE. Okay. The tax code, I was a tax lawyer and a CPA 
for 25 years. This stuff is fun to me. The tax code was designed 
50-60 years ago and it was competitive at the time. Does anybody 
up there believe that our tax code remains competitive in the 
world? 

Mr. MANKOWSKI. I will use an example that a friend of mine 
recently had a baby and she was saying, “Oh, well, over in France, 
as an example, they get paid so many months of childcare or ma- 
ternity leave.” And a quick search said, “Well, that is great, but 
based on your income level, you would be paying 40-plus percent 
in annual tax just to the government compared to what you are 
paying now.” So, yeah, you may get an extra two months or so of 
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paid maternity leave, but every year you would be paying in 10 to 
15 to 20 percent more in tax. 

Mr. RICE. Okay. I have got to keep going. 

Do you think our tax code is competitive for American — does our 
tax code make American business more or less competitive? More 
or less? 

Mr. MANKOWSKI. I would say less just from a compliance per- 
spective. 

Mr. RICE. Do you agree with that across the board? 

Mr. MANKOWSKI. Yes. 

Mr. RICE. Thank you. 

Do you think that that has something to do with the decline in 
business formation in America? Mr. Mankowski? And I have to ask 
an answer quick. 

Mr. MANKOWSKI. Yes, I do. 

Mr. RICE. Okay. 

Next question. Did each of you have the chance — I assume all of 
you had the chance to review Dave Camp’s tax reform proposal last 
year. I want to know just a one-word answer from you all, would 
that make the United States Tax Code more or less competitive in 
the world. 

Mr. Mihm? 

Mr. MIHM. I cannot give you a bottom line on that. We did re- 
view it. I mean, we worked with the Committee and they used a 
lot of our work as they were putting it together, but we did not 
come to a bottom line decision. 

Mr. RICE. You do not think it would be preferable to what we 
have now? 

Mr. MIHM. I really cannot speak to that, sir. 

Mr. RICE. Mr. Williamson? 

Mr. WILLIAMSON. I have not looked at it in quite a while but 
I would say it would make American more competitive. 

Mr. RICE. Mr. Lewis? 

Mr. LEWIS. Representative, Dave Camp should be commended 
for what he did. It showed us what real reform would look like, and 
that effort itself, I know we will have issues with any particular 
provision, but that overall effort, that is exactly what we are talk- 
ing about. 

Mr. RICE. Mr. Vitale? 

Mr. VITALE. I believe that is a better start. 

Mr. RICE. And Mr. Mankowski? 

Mr. MANKOWSKI. I believe it is a good start but it would also 
complicate things a lot as well. 

Mr. RICE. Okay. And that came out of the House Ways and 
Means Committee. 

Mr. Mihm, have you had a chance to review the president’s tax 
reform proposal? 

Mr. MIHM. No, sir, we have not. 

Mr. RICE. Have you seen it, Mr. Williamson? Have you gone 
through it? 

Mr. WILLIAMSON. I have not gone through it. I have seen por- 
tions of it. Most notably, regarding the cash method of accounting 
rules, that he will take the $25 million with some carve outs for 
some qualified personal service corporations, I think. 
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Mr. RICE. Mr. Lewis? 

Mr. LEWIS. Yeah. The same thing as Mr. Williamson. I have 
just seen particular provisions, and some of those were not nec- 
essarily small business favorable. 

Mr. RICE. Have you seen the whole package put together? 

Mr. LEWIS. No, I would not say the whole package. No. 

Mr. RICE. I have not either. I do not think there is one. 

Mr. LEWIS. I have seen parts of it. 

Mr. RICE. My point in this is I do not think the president has 
made a specific proposal. I think Dave Kamp and the House Ways 
and Means Committee made one. I do not think the president has 
put one forward. And if we are going to get tax reform done, we 
have got to have leadership. And when you look at these things 
that I have been talking about, between the imposition of 
Obamacare, between Dodd-Frank, ancient tax code, you can under- 
stand, if you look at the statistics on the decline in formation of 
small businesses, you can understand why this is happening, just 
to put a perspective on it. 

Thank you very much. 

Chairman CHABOT. The gentleman yields back. 

And we want to thank our distinguished panel for being here 
this morning and now this afternoon. We appreciate it. I think the 
GAO report has certainly confirmed that small firms are having a 
tough time dealing with the tax code and we need to simplify it 
and reform it. I would like to say we are close to that. However, 
I like to be truthful, and I do not think we are close to that, al- 
though we are working on it. But you all have given us, I think, 
some very good ideas. And particularly as it would affect small 
business folks, so thank you for that. 

And I would ask unanimous consent that members have five leg- 
islative days to submit statements and supporting materials for the 
record. And if there is no further business to come before the Com- 
mittee, we are adjourned. Thank you. 

[Whereupon, at 12:37 p.m., the Committee was adjourned.] 
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Chairman Chabot, Ranking Member Velazquez, and Members of the 
Committee; 

I am pieased to be here to discuss our report on small business tax 
compliance burden, which is being released today, ’ Given the important 
role small businesses play in the U.S. economy, reducing the cost of 
compliance with the tax code may free up resources to expand, hire new 
employees, and further contribute to economic grov4h. At the same time, 
we have previously reported that small businesses are a significant 
contributor to the annual tax gap~the difference between taxes owed 
and taxes paid on time. Therefore, a key challenge the interna! Revenue 
Service (IRS) faces is balancing efforts to minimize taxpayer burden with 
efforts to encourage voluntary compliance with the tax code. 

One way IRS is seeking to achieve this balance is by piloting a payment 
card matching program. Under a 2008 law, payment settlement entities — 
such as credit card companies and third-party network payers like 
PayPal— began reporting to IRS the gross payments they process for 
each participating merchant on IRS Form 1099-K, Merchant Card and 
TtunJ Party Network Payments-^ \n 2012. IRS began the payment card 
pilot to research and test ways to use Form 1099-K data to most 
effectively and efficiently improve voluntary compliance, detect 
noncompiiance, and minimize burden on small business taxpayers. 

My remarks today highlight the key findings of our report on small 
business tax compliance burden and IRS's payment card pitot. 

To conduct this work, we analyzed Treasury and IRS data, research, and 
other documentation and interviewed agency officials. We used our 
guidance on program design evaluation to assess IRS's payment card 
pilot evaluation plan. More detailed information on our objectives, scope, 
and methodology can be found in our report. We conducted the work on 


’GAO. Small Businesses: IRS Cortsidors Taxpayer Burden io Tax Adm<r\i5(rot<oti but 
Noeds f) Plan to Eveluato the Use of Payment Card information for Compliance Efforts, 
GAO 15-51 '.{Wsshington, D.C,. June 30 . 2015 ) 

^26 U S.C, § 605C-W; 26 C.F.R, §§ 1 eC-SOVV-l, 1,6050VV-2. 

Ail of a me.'-chanfs payment card transactions are rsporiabte on Form 1 099-K However, 
third-party nehvork transactiorts are only reportable if a marchant's aggregate amount of 
such payments for bie year exceeds SZO CC-O and if the aggregate number of transactions 
exceeds 2'DG 
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which this statement is based in accordance with generally accepted 
government auditing standards. 


Most Small 
Businesses Are 
Individuals, but Most 
Small Business 
Income Is Generated 
by Partnerships and 
Corporations 


Small businesses make up 99 percent of ail businesses, according to 
estimates produced by Treasury's Officeof Tax Analysis using 2010 
taxpayer data.* For these estimates, small businesses are defined as 
individuals or entities with substantive business activity but vrith less than 
S10 million in total Income and deductions. Approximately 69 percent of 
small businesses (about 16 million) are individuals v/ho report business 
income and the remaining 31 percent (or roughly 7.3 million) are 
partnerships or corporations. Individuals generated only 23 percent (or 
$1.4 trillion) of the total income of all small businesses, whereas small 
business partnerships. S corporations, and C corporations accounted for 
the majority— 77 percent (or about S4.5 trillion)— of total small business 
income. Overall, small businesses with at least one employee (not 
including owners)— a group that only makes up about 20 percent of the 
small business population — produce about 71 percent of total small 
business income. 


Tax Compliance 
Burdens Vary 
Depending on a 
Small Business’s 
Size, Number of 
Employees, Entity 
Type, Industry, and 
Other Characteristics 


Small businesses are required to undertake a number of tax compliance- 
related activities that create burden. The tax compliance burden 
associated with these activities varies by characteristics of the small 
business. Some of these characteristics include the business’s size as 
measured by its assets, entity type, number of employees, and industry. 
These activities can be grouped into general categories: 

• Income tax activities. Every year, small businesses need to maintain 
lax-related records and file income tax returns. Some small 
businesses are required to pay estimated income taxes quarterly. The 
type of small business dictates the income lax returns and related 
schedules that need to be filed. Some of the returns include a set of 
schedules embedded in the form— found within the income tax 
return— while some small businesses and individuals with business 
income must attach a mandatory schedule to their return. 


’'See GAO-15-.S13 appendix II, fordetaled ipiornatior. on the scope, melhodology end 
research analyzed for these estimates. 
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* Employer-related tax activities. Small businesses with employees 
are responsible for reporting, withhoiding, and depositing employment 
and unemplo^ent taxes. The number of employment tax reports and 
deposits required depends on the number of employees and the 
resulting employment tax liability owed at a particular time. Small 
businesses also report health care and retirement information. The 
information reported for these areas depends on a business's number 
of employees. 

• Third-party Information reporting and industry-specific tax 
activities. Small businesses are required to report on certain 
transactions they enter into with other entities. For example, using 
Form 1099-MlSC. small businesses report items such as rent 
payments and payments to nonemployees. !RS uses this information 
to verify compliance by comparing the Income or expenses reported 
by third parties lo the income or expenses reported by small 
businesses on tax returns. Some small businesses may have 
industry-specific requirements to pay excise taxes, including 
environmental, communications, and fuel taxes. 

IRS has developed several models to provide information for assessing 
the impact of the tax code and IRS programs on taxpayers. Estimates 
produced by these models indicate that burden Increases with the size of 
businesses, whether measured In terms of assets, receipts, or 
employment; however, burden per dollar of assets or receipts or per 
employee declines with size because of economies of scale. For 
example, according to IRS. corporations and partnerships v/ith 1 to 5 
employees have an estimated tax compliance burden of $4,308 to $4,736 
per employee, but corporations and partnerships with more than 50 
employees have a much lower estimated per employee burden — $182 lo 
S191. 


IRS’s Decision- 
Making Framework 
Includes 
Consideration of 
Small Business 
Compliance Burden 


IRS's strategic plan identifies reducing taxpayer burden as a strategic 
goal. Additionally, the Internal Revenue Manual lists guiding principles to 
help employees consider how a policy could affect compliance burden. 
For example, under the guiding principle “leverage existing data,’ the 
manual directs employees to consider if there are opportunities to 
leverage data that is already collected by IRS or by accessible third 
parties. 

!RS provided examples of how it works with internal and external 
stakeholders to reduce taxpayer burden on small businesses. For 
example. IRS collaborated witti Treasury and external stakeholders to 
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develop a simplified method for some small businesses to calculate a 
home office deduction, which was introduced in January 2013. 

Previously, businesses had to complete a complex property depreciation 
caicufation. 

We interviewed small business representatives who acknowledged IRS’s 
external stakeholder outreach efforts and how they have been effective in 
identifying opportunities to reduce compliance burden. However, they 
also described a number of areas where small business compliance 
burden could be further reduced. These areas include issues related to 
IRS customer service, filing requirements, lack of or delayed official 
guidance, and compliance contacts. While IRS is aware of many of these 
concerns and, through various initiatives, has made efforts to address 
these issues, continued attention to these areas will be key to effectively 
reducing compliance burden, in many cases we have made 
recommendations that, if implemented, could help to reduce these 
burdens."’ 


IRS’s Overall 
Evaluation of Its 
Payment Card Pilot 
Has Several 
Strengths, but Does 
Not Fully Address All 
Elements Necessary 
to Effectively Assess 
Results 


In an effort to improve tax compliance among small businesses while 
minimizing the burden on compliant taxpayers, IRS began piloting a 
program in 2012 that compares payment data from payment settlement 
entities (such as credit card companies) vrith income reported by small 
businesses. IRS is testing ways to use the payment data to detect 
underreporting of taxable income while minimizing smali business 
taxpayer burden. IRS's evaluation plan for pilot activities integrated many 
characteristics of a well-designed evaluation. As a result, IRS has been 
able to make rapid, ongoing assessments of pilot activities and 
continually incorporate changes based on what has been learned. This 
approach has allowed IRS to test many hypotheses simultaneously while 
limiting the number of small business taxpayers affected by the pilot. 

However, the overall evaluation plan for the pilot lacks characteristics of 
each element that are necessary to ensure a quality evaluation. For 
example, IRS has not clearly defined the stages of the pilot or 
measurable goals that it can use to determine when the pilot has moved 
from one stage to the next, or if it should move. Without defining the 
stages and establishing related metrics, IRS will not be able to articulate 
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the pilot s status at criticai points in time Furlher, it will not be able to 
justify the investment of additional resources if it cannot demonstrate 
progress toward those goals In addition, IRS has not developed a full 
evaluation plan forfrie pilot. Among other missing elements of a quality 
evaluation IRS has not developed evaluation questions, identified 
evidence- based evaluative cnteria. or documented limitations. We 
recommended that IRS clearly define the stages of the payment card pilot 
and establish measurable goals for determining when the pilot advances 
from one stage to the next We also recommended that IRS develop an 
evaluation plan that addresses the missing elements IRS agreed to 
incorporate an evidence-based assessment of the payment card pilot that 
includes identifying clearly defined pilot stages and implementing an 
evaluation plan with measurable goals IRS stated it vM provide a more 
detailed response to our recommendations after our report is released 

In conclusion, the tax compliance burden faced by small businesses can 
vary considerably depending upon a number of factors. Through its 
research and outreach activities. IRS is cognizant of the compliance cost 
to taxpayers arid explicitly considers this burden m administering the tax 
code. IRS's new payment card matching program has the potential to 
enhance the agency s ability to identify noncompliant small business 
taxpayers v^hiie minimizing taxpayer burden However, IRS has a long 
road ahead in determining whether, and how, the payment card pitot 
program and its many activities can be fully implemented. 


C-hairman Chabot, Ranking Member VeU^zquez, and Members of the 
Committee this completes my prepared statement I would be pleased to 
respond to any questions lhal you may have at this time. 
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considaration of small business compliance hurdorr. For example. IRG. s slrategic 
plan identifies reducing taxpayer burden as a strategic goaf IRS provkled 
examples of how it works with internal and external stakeholders tp reduce 
taxpayer burden on small businesses, For exampte, IRS collaborated with. . ., 
Treasury arto external stakeholders to develop a simplified method for some 
sanatl businesses to calculate a home office deduettun, which was introduced in 
January 2013. Previc-usy. businesses had to complete a complex property 
deprecialtof' catculatton. 

To xnpfovf3 tax compliance among small busmesses, in 2012.. IRS began piloting 
a program thai comftores payntont data fron^ payment settlement entt{.iBs {bucI^ 
as credit card companies) ’xnth income repohed by smaS businesses. IRS Is 
testing ways to use payment data to detect underreporting of taxable incomo 
while minimizing small ^siness taxpayer burden . While IRSto plans tor 
evaluating the pitot include key evasuatton eiements that GAO toentified, 

other elements are missing. Few exampto, IRS has definert high lovs' pitot goals 
such as improvtfig verfuntory eompPiance and reducing Iba tax gap but has not 
estaWished measures fra* detofnitrung orogress against these goals. Addstionaih,*, 
the pian did not adequately documcnl ovaluativc q jcstto-is aaia ccliect 
needs, or to© evatoahve ciiteria necessary to w-'ether pilot ach.'itie'' 
prcxiuc^ toe intended results. Wito(x;t these ann otoe* e iHS can 'ot 

ensure it is making evidence-based dec sio-'s onout exnandng ar,l mtog'-o* 
pilot activities toto broader smaS bus^ess compltan-a r'H-'avrjmant t-Uort<. 
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am 

441 O St. H.vf. 
Washington, DC 20S4S 


li.S (,( ACC Q UNtABii JIV OH It:! 


June 30. 2015 

The Honorable Steven Chabot 
Chairman 

Commitlee on Small Business 
House of Representatives 

The Honorable Sam Graves 
House of Representatives 

Small businesses are a vital component of economic grov4h and Job 
development in the United States. Although no single definition of a small 
business exists, one common characteristic used to identify a small 
business is number of empfoyees. Businesses empioying fewer than 100 
people accounted for a little more than 34 percent of U.S. employment in 
2012. Businesses with fewer than 500 employees accounted for more 
than 48 porcant.’ Like all businesses, small businesses face compliance 
burdens as a result of the tax code. Given the important role small 
businesses play i.n U.S. employment and overall economic prepress, 
reducing the cost of rxjmpliance may free up resources to expand, hire 
new employees, and further contribute to the growth of the U.S. economy. 

While limiting comptanco burden is important, we have also reported that 
small businesses are a key contributor to the annual tax gap — the 
difference between taxes owed and taxes paid on llme,^ The Internal 
Revenue Service (IRS) most recently estimated the U.S, tax gap to be 
$450 billion lor 2006. Nearly 40 percent, or $179 billion, of the tax gap 
can be attributed to the underreporting of business Income tax on 
individual Income tax roturns, and by extension the underreporting of saff- 
employmont tax, which is largely assessed on the same business income 
for self-employed taxpayers. An additional 4 percent of the tax gap, or 
$19 billion, can be attributed to small corporations, which IRS defines as 
having loss than $10 million In assets. One challenge IRS faces is 


’u.S. Census Bureau, Sla'Jstics of U.S, Businesses: Empioymoni .nnC Payrgil Surr.merv' 
2012 thebrjary 2015). 

%AO. Tax Gap: Sources of -Noncompaance and St-aleges to Reduce It. G,*,')- 12-65 1 1 
(’A'as.nin 51 on, D.C.: Apr. IS. 2012). 
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balancing efforts to encourage voluntary fax compliance through reducing 
taxpayers' costs of compliance with enforcement efforts to address 
noncomptiance. 

Beginning in 201 1 , IRS began receiving new information that could hsip 
improve voluntary compliance. Under a 2008 law. payment seltiement 
entities such as credit card companies and third-party nebvork payers like 
PayPal began reporting to IRS the gross payments they process for each 
participating merchant on IRS Form 1 099-K, Merchant Card and Third 
Party Network Payments.^ In 2012, IRS began a payment card pilot to 
research and test ways to use Form 1 089-K data to most effectively and 
efficiently improve voluntary compliance, detect nonoompliance, and 
mtnimKe burden on taxpayers. 

You asked us to examine small business tax compliance burden and 
IRS's payment card pilot. This report: (1 ) describes the characteristics of 
the small business population; (2) describes liovr characteristics of a 
small business affect compliance burden; (3) describes how IRS 
integrates small business compliance burden considerations into decision 
making; and (4) assesses IRS’s plan for evaluating its payment card pilot. 

We used estimates from researchers at the U.S. Department of the 
T reasury (Treasury), Office of Tax Analysis (OTA) to describe general 
characteristics of the small business population, such as the number of 
small businesses and total income.'' We examined IRS, academic, and 
other research on small business tax compliance burden to identify how 
small business characteristics affect compliance burden, We reviewed 
IRS’s strategic plan and other relevant documents, and interviewed 
agency officials about various burden reduction decisions and Initiatives. 
We obtained the perspectives of tho small business community through 
literature reviews, docu.ment reviews, and interviews. We used criteria 


■■'26 U.S.C. § 605W/. 26 C.F.R. §§ t,60S0W-t. IBOSOW-a 

Ait of a fnerchon'-'s paymsfii rafrt trangaciior.s are rapartabifi on Form tG99-K. Howaver. 
ihird-party natwcht transactions are only reportable f a merctiaat's aggregate amount of 
such payments for the yearexcaetfs SS^.OOO and If the aggregaro rturr.har of Irensactions 
exceeds 2D0. 

V.ppendixes f end It inckjde more rfeta-ted informatian on toe scope, nelhotlo ogy. and 
fess,orch: analyzed fer the first objoctivo. 


2 


GAO-tS-Eta Small SLisinesses 



49 


from our pfiorireports on pfogram design and evaluation to assess IRS's 
plan for evaluating 8Ve payment card pilot* 

We condisGied this performance audit from ugly 201-1 to June 2015 n 
accordance wifri generally accepted governnani auditing standards 
Those ssaridards require that we plan and perfom ths audit *0 ofair 
sufflaont, appropnats evidence to provide a reasonable has s for oui 
findings and conclusions based on our audit ob|ec;ives We believe that 
the evidence obtained provides a reasonable basis for ™ir fndmqs and 
conclusions based on our audit objectives. 


Background 

Identifying the Small a consensus does not exist on a definition of small business, including 

Business Population which specific attributes or thresholds distinguish small businesses from 

other firms. Estimates of tne small business population are driven by the 
purpose, concepts, arid data that are used to produce the estimates. As 
we have previously reported, various thre-sholds such as number of 
employees, gross receipts, and number of shareholders may be used 
when determining which provisions of tne tax code apply to a smalt 
business,® 

In this report, we rely on studies that use taxpayer data for individuals and 
entities that generate business infiorne. Businesses (including small 
businesses) file specific lax fornis based on cdrlain attributes of the 
business, such as the ownership structure and how the business income 
is taxed. Below are different types of businesses and the required forms 
and schedules, 

Nonfarm sots proprietorships (Form 1040, Schedule Cj are 
unincorporated and owned by a single individuat. Net business 


*Cn!ena were developed from GAO. Program fivaioatioa Scraiegies to PaciiiiatK 
Agencies* Use of Svaiuation in Program Man3geT,ent a^d Pol cy Making CAO 1 1 hr , 
JV/ashinglon, 0,C. «une 26 2013;-, »na Oesisring Evaluations J8ta Revision 
GAO-1 2-208G ofVa^ingtnn, D,C.: Januaiy 2012) 

*OAO. Tax ppicy Differences in Definitions and Rules m ihe Tax Code, GAO- i 4 >652 R 
iWashirigion, D.C.: July 18, 2014) 
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income or loss is included in the owner s individual adjusted gross 
income. 

• Landlords {Fc^m 1040, Schedule E-Part () are individuals who report 
rental real estate activity on Part I of Schedule E. 

» Farnws {Form 1040. Schedule F or Form 4535) are Individuals who 
report farm Income or landowners who report farm rental income. 

• C corporations (Form 1 120) are owned by shareholders. Corporate 
income is taxed at the coiporate level on taxable income and at the 
shareholder level on distributed profits. 

• S corporations (Form 1120*S) cannot have more than 100 
shareholders, among other requirements. Gross income is distributed 
to shareholders and taxed at the shareholder level, 

• Partnerships (Form 1 065) are unincorporated businesses that have 
two or more owners. Profits and losses are distributed to owners who 
are taxed at the partner level. 

IRS has separate operating divisions that focus on different types of 
taxpayers— individuals, small businesses and self-ernployed, large 
businesses, and tax exempt organizations. The Small Business and Self- 
Employed division oversees taxpayers filing tax returns as Individuals with 
business income and as businesses wlh less than $10 mllliorv in total 
assets. However, not ail of these tax returns are for business entities. 

This is because the principal purpose of some entities that file tax returns 
reporting business income may not bo to generate revenue or to engage 
In substantive business activity. For exampis, some C corporations can 
serve as investment vehicles that engage in little or no bUvSiness activity. 
Further, partnerships may be created to redistribute profits generated by 
another partnership and may not generate income themselves,'^ Filers of 
Form 1040. Schedule C. may be independent contractors who may more 
closely resemble employees rather than small businesses, Addstionaiiy, 
rental income for some individuals may be incidental and not represent 
business activities. 


’GAO. Partnerships and S iRS Nfeeds to l.^provc Informaton to Address 

Tax NoncornpiiancQ. GAO-t4-t93 (Washington, D.O.: May 14, 2014), 
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Small Business Tax VVa define tax compliance burden as the time and money spent by the 

Compliance Burden taxpayer to meet tax obligations. This would include federal, state, and 

local obligations. This does not include tax liability. For the purposes of 
this report, we are only examining compliance burden as a result of 
federal tax obligations.® Time spent on tax activities can include working 
with a paid professional, tax planning, keeping records, completing forms, 
submitting forms, learning tax laws, and working with IRS on tax issues, 
Monetary burden can include expenses for hiring a paid professional to 
file taxes, investing in a tax sothwars system, paying for payroll services, 
and legal fees. When measuring tax compliance burden, researchers may 
separate burden into both time and money, or they may place a value on 
the time spent by taxpayers and add It to monetary burden to create a 
single measure of tax compliance burden. ° A key concept in tax 
administration is minimizing burden, including eliminating unnecessary- 
burden, 


IRS ftKHr-e-:* we reviewed for this r^rt focus only on federal tax obligations. 

^!RS anc our pas! reports have used the terns compliarco costs and con-.plianco burden 
intercharg^abiy. 
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Most Small 
Businesses are 
Individuals, but Most 
Small Business 
Income is Earned by 
Partnerships and 
Corporations 


As shown in figure 1, using data from researchers al Treasury's Office of 
Tax Analysis (OTA), most small businesses (approximately 69 percent or 
16 million) are individual taxpayers who report business income on their 
Form 1040, using Schedule C {sole proprietor). Schedule E-Part I 
(landlords), or Sdiedule F (farmers)/^ The rerr^aining 31 percent of small 
businesses (or roughly 7.3 million) are partnerships, S corporations, or C 
corporations. OTA researchers also provide a total income measure, 
generally defined as the sum of all business income reported on tax 
returns, including gross receipts, rents, dividends, capita! gains, royalties, 
and interest/’"* Individual small businesses generated only 23 percent (or 
$1,4 trillion) of the total income of ail small businesses, whereas small 
business partnerships, S corporations, and C corporations accounted for 
the majority — 7? percent (or about $4.5 trillion) — of total small business 
income. 


’“Wo use esliniales frcm OTA resoafchers lo dascribo tha charac.erislics of the smail 
business populat:fXi. We refer to the estimated number cf smai: business filers as the 
number of small businesses. See Richard Prisinzano. Jason DaBaciker, Jolm Kitchen, 
hfatihevv K.ni:tel. Susan Nelson, and James Pearce, "Identification or Small Businesses 
Using Tax Data: 2010 Update" (presented al the 2013 National Tax ^Xasociadon’s Sphng 
Symposium, May 17. 2013}; Office of Tax Analysis, Oepa'I/T.ent of the Treasury', Matthe'A- 
Krsiuel. Susan Nelson. Jason OeBaoXer. John Kitc^ien, James Pea.nce, and Rioharc! 
Pfisinza-no. Methodology to tdenti^ Srriall B,.sinosses and Their O'.vners, Technical Papor 
4 (August 201 1): and apceridix li for further di.scussion of the data 

"The OTA total income raeaajna as a proxy for the total bus ness activity, and Is 
rot the aariie as taxable irKiKTie. Irv particular, costs cf doing bu.sinfiss are not deducted 
and b'jsin^'ss losses are ruot used to offset olher b/pesof inicome. 
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F t; Esti^ataU Mtimbarans Tstarbicome by Type (2010) 

flumjjsr 0* smaij busifiBSsas " ' Total ioeoJPc 



Sfihs^^ C : pfops^akss 




When looking at the average total Income for small businesses (total 
income divided by number of filers), partnarshipsv S corporations, anti C 
corporations each generated rrsore than S4S0.000 on: average, while sole 
proprietors, farmers, and landlords reported income of about $100,000 or 
less on average. Figure 2 shows the astimatsd average total income by 
small business type; 
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FlgU^ 2; Income by Type of Small Business (2010J 

AvsragB tf^t ftsaaftteitSssarsmn^Ti^W’*! 

t.ooo 
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froirr Part lor t|i«'8chadu»u-Sesagp#rsf«'iHi3ff(»!thcr:c!l8ct^slait.W'iiiS"tlwtiii©fi¥ofr)iita/UKs^^for'' 
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About 99 Percent of 
Businesses Report Total 
Income and Deductions of 
Less Than $10 Million 


Small businesses (as definsd as reporting total income and dedootions of 
less than $10 million) make up 99 percent of the taxpayers Idanttfled as 
being engaged in substantial and substantive business activity. ** For 
each type of filer, small businesses account tor at least 9S pereent of 
businesses. Among individual filers reporting business Income, small 
businesses account for most of the reported income. However, among S 


^Researchers at OTA define 3 taxpayer as engagmg in svUstamial and eubstantive 
busnass sctMtylf (i)totelincotpe or daducttens exceed StOPOO. or ftoirsum exceeds 
$15,000; 0nd\21:t^ derivctions exceed S5.00Q, These two tests help indicnte whether 
the entity general «5f»-n^|j^bte income and tf the entity bshaires as a bussngjss 
respecLivety. 
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corpomltons, C corpocations, and partnerships, larger businesses 
account ibr most of the reported income, even though they are far 
outnumbered by snsrt businesses, as stiown in figure 3. The estimated 
average total income aaoss all types of small businesses is $250,000, 
while the average total income for larger businesses is estimated to be 
S121 millioni 


Figure 3: Estiraatsd Total Jncom# fay Type for SmnH and Larger Businesses (2010) 


Small famiresscts 



Type of business Larger businesses 
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8 e 0 
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NoiBt Total income Is generally doftned as gross recetpe, rents d^Vidend.Si'.capttat. gains, 
srtd interssi. Total income for Scl^ed^le E (iters Is limaed lo renfeiTsM estate aoflvtty ff^m Psn t oT 
that 9t^9dulo> SmaB businosscs are de,(lf»<3 as busineBses that havo $10 millkitt or fess In both total 
ineomeamJ tolsl deductiors. Larger bu$ir>e3ses are dstned as btfs^nessesvirithmoTelhan Sl0.rnt!lloH 
tn total Income or total deductions See appe-idix 11 for fanfisf discussiort of tne tfeaimenl of data 
usod fcu' this f^ure. 
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Most Small Business 
income Is Generated by 
Employers, but Most Smali 
Businesses Are Not 
Employers 


Small businesses with at least one employee (which we will refer to as 
employers) generated most of the reported total income for small 
businesses (or about 71 percent).” Employers account for about 86 
percent of total Income for smali business C corporations and S 
corporations ccwnbined and alxiut 55 percent for small business sole 
proprietors, farmers, and partnerships. 


Empbyers make up about 20 percent of all small businesses. Employers 
make up 16 percent of the combined group of smali business Schedule C 
sole proprietor, Schedule F farmers, and partnerships and 51 percent of 
the combined group of smali business C corporations and S corporations. 
Figure 4 shows the estimated number of small business filers and total 
income separated by employers and non-employers. 


’^Researchers al OTA define small businesses as cmployefs If iabw ded-jcticns are 
greater O'an $1 D.COO. Schadu'o E-Part I landlords are categorized as non-employers 
because those returns Jacked the necasaary infom aVon to dotarmina la!x>r expenses for 
these businesses. WHte Schedule C sole proprietors report contract labor (line 1 1 . 
Schedule C) and Sctiedu^e F farmers report labor hired (line 22, ScheduSo F), thery* js no 
sqwvalert nformaticn reported on Schedule E-Part 1, 
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Figure 4: Nunsbcsrof Small Business®* and Tola* ineof^'^/linii^'foyef and Non-Employ®-- |20lO) 
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av-^Mw '.m. fttC'.above '.figara.'fcr Sci^lute E' lanoiprcs; SoO' apoond* ^ ii f«r furthe-'' diSCiiasiOff o? ■H'^s ■ ■ 
(waSfftHm f}?rS{»?a'ijS«i3 focS^'fiyurB. 


As shown in figure 5, employer small businesses, on ayetSge, generate 
more income than non-employer small businesses: 
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Tax Compliance 
Burdens Vary 
Depending on a 
Small Business’s 
Size. Number of 
Employees, Entity 
Type, Industry, and 
Other Characteristics 


Small businesses undertake a number of tax compliance'related activities 
that create burden.’^ These activities can be grouped into general 
categories: 

* income tax ^Uvilies, 

• employer-related tax activities, and 

- third-party information reporting and industry-specific tax activities, 

The tax compliance burden associated with these activities varies by 
charaderistics of the small business. Some of these characteristics 
include the business's asset size, fifing entity type, number of employees, 
and industry type. 


Tax compliance activities are not limited to the annual filing of a tax 
return, but rather occur throughout the year. For example, solo proprietors 
are generally required to file income tax returns every April. Some small 
businesses need to pay estimated income taxes four times a year. 
Moreover, small businesses with employees are required to deposit 
employment taxes either monthly or semiweekly. and to report summary 
Information of these activities on a quarterly basis. Additionally, 
depending on specific business operations, other tax compliance 
activities such as reporting excise tax, tax planning, ar^d recordkeeping 
happen throughout the tax year. Figure 6 provides an overview of some 
of these tax complance activities for sole proprietors and when they 
occur. 


'■’Wu are not presenting a comprehensive list of al? tax-rslatsd aclrties. Rather, sve ars 
highSightr^ some Of the r^tore comrnor activities to provide a gerv^rai sense of ‘.-‘se range 
of adtvilics sfTfril business faxp-^y«rs conrluct to comply wUh tax laws. 
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Appendix II!, taste 8 provides a more detailed description of tax activities. 


income Tax Activities, 
Such as Filing Income Tax 
Forms and Schedules, 
Vary by Small Business 
Type 


Every year, small busnesses need to tile income tax returns and may pay 
estimated income taxes quarterly. The type of small business dictates the 
typo ot Income tax returns and related schedules that nfied to bo filed 
Some of the returns include a set of -schedules embedded in the form-™ 
found within the Income tax return— white some small businesses anti 
individuals with business income must attach a mandatc'y 5t,hoc,il>-. lo 
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their return. For exampie. the primary corporate income tax return, Form 
1120. U.S. Corporation Income Tax Return, contains eight embedded 
schedules, while sole proprietorships file Form 1040, U.S. Individual 
Income Tax Return, and attach Form Schedule C, Profit or Loss from 
Business. 


Employer-Related Tax 
Activities, Such as 
Withholding Employment 
Taxes, Depend on a 
Business's Number of 
Employees 


Small businesses with employees are responsible for reporting, 
withholding, and depositing employment and unemployment taxes. While 
these requirements may impose a cost on employers, withholding is 
widely believed to improve compliance and may reduce compliance 
burdens for employees. The number of employment tax reports and 
deposits depends on the number of employees and the resulting 
employment tax liability owed at a particular time {see table 1). in general, 
businesses wlh an employment tax liability greater than S50,000 need to 
make deposits more frequently than businesses with a lower liability. 
Additionally, each year, the employer must furnish a copy of Form VV-2, 
Wage and Tax Statement, to each employee. Since the characteristics of 
employers vary, responsibilities for withholding, depositing, and reporting 
employment taxes can differ. For example, consider a small business 
restaurant owner who has 20 employees and has an employment tax 
liability of less than $50,000. She files s Form 941 quarterly vrhioh details 
tho income tax withholdings for each of her 20 employees, Since her 
liability is less than $50,000, she deposits these withholdings monthly. At 
the end of the year, she must complete 20 Forms W-2 to report wages, 
tips, and other compensalion paid to each employes. 
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Table 1: Employmont Tax Requirements 

Type of employment tax 

Primary ralurn 

Deposit 

Personal income tax withhold'* 

Social Searity and Medicare tax 
withheld {the Fadomi insjrance 
Cortfibutiens Act tax, or FiCA) 

Form 941, Emp, oyer's Quartorly 
Federal Tax Return^ 

Jk^nUily if liabait'/ s S50.000 in l(X>kback pericKf— (lass two 
quarters of previous tax ye.ar end first two quarters of tho 
currant tax year). 

Semiwaekly if iiabi'ib; > 550,000 In lookback pariocj, 
if S100.000 Of mety in taxes is accumufated on any day 
during a monthly or sernweekiy deposit period it must be 
dep'Kited by the next business cay 

Federal Unemployment Tax Act 
(FUTA) Sax 

Form 940, Emr^oyer’s Annual 
Federal Unemployment (FUTA) 
Tax Return 

If FUTA tax is $500 or less in a quarter, ca.ny it over to the 
nexl quarter, Coritinue carryimg tax liabiliiy over until the 
cumulative tax is fwre than $5CO. At tia; pomi. it must be 
deposited for tho quarter. 

•Source. OaO ar jtyjis of IRS ( C,AC~f .> S1 J 

Noh?.v 



*Fu' Hia in.-rpcses of tw ragu*3Sc«i3 govcfoing dojicsif raquifemr^nte. Ir'c.xr'a ‘.ax withfiofOlr'.g is 
ganera.^/ cons^dared aPftmploy(nontfax.2f;C,F,R. § 35,6302-1(o). 

^orn s-ts. Emp'loyof'a Anruial Fecterat T*x Return fnr Agfiojihirai Empioyas, js tisfld by wnploy-ars of 
sgr.cuftlffSrf ^orkars 


Small businesses also report health care and retirement information. The 
information reported for these areas depends on a business's number of 
employees. The entity type also plays a role In Ihs information reported 
about health care. Under the Patient Protection and Affordable Care Act, 
employers report the cost of coverage under an employer^sponsored 
group health plan on Form W-2. Beginning in January 2016, employers 
with 50 or more full-time employees will need to provide employees with a 
Form 1095-C, Employer-Provided Health Insurance Offer and Coverage. 
Some employers decide to offer pension plans and are responsible for 
reporting this information. White businesses must maintain records about 
these plans, most pension plans do not have any separate Filing or 
reporting requirements with IRS. However, certain retirement plans offer 
small employers and self-employed individuals a deduction for 
contributions, and allows them to defer la.v on income paid into the plan, 
To receive deductions, the small businesses must report this information 
to IRS using certain forms. 
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Third-Party Reporting 
Varies Depending on 
Business Size and Entity 
Type; Excise Tax Burden 
Is Industry Specific 


IRS’s Compliance Burden 
Models' Estimates Provide 
Valuable Insights 


Many businesses, including small businesses, are required to report ort 
certain transactions they enter into with other entities. This is a form of 
third-party reporting. IRS uses this information to verify compliance by 
comparing the irtcome or expenses reported by third patties to the income 
or expenses reported by small businesses on tax returns. Using Form 
1099-MiSC, small businesses report items such as rent payments and 
payments to nonemployees for services of at least S600, subject to 
certain exceptions. The burden created by this requirement grows with 
the size of the business because larger businesses would need to file 
more 10S9-MISC forms. However, while a larger business may have 
more transactions, it may also have an accounting system designed to 
identity transactions of mors than SBOQ that a smaller business might not 
have. 

Another characteristic that affects third-party reporting requirements is 
entity t^'pe. For example, partnership entities are required to rsport the 
distributive shares of their partners on Schedule K-1 . However, other 
entity types such as sole propriGtorshIps do not have similar 
requirements, 

Additionaliy, a small business may have many industry-speciric 
requirements related to excise taxes. IRS administers several broad 
categories of excise taxes, including environmental taxes, 
communications taxes, fuel taxes, retail sale of heavy trucks and trailers, 
luxury taxes on passenger cars, and manufacturers' taxes on a variety of 
different products. For example, a small business in the trucking industry 
that makes deliveries over public highways is required to file Form 2290, 
Heavy Highway Vehicle Use Tax Return. 


IRS has developed several models to provide Information for assessing 
the impact of the tax code and IRS programs on taxpayers. These models 
also help IRS assess the role of compliance burden and comply with 
requiremenls by the Office of Management and Budget for information on 
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burden under the Paperwork Reduction Act.’’^ In the past 15 years, IRS 
has developed a number of burden models for individual and business 
taxpayers— both small and large. 


Estimated Recordkeeping 
and Filing Burdens Vary 
with Characteristics of 
Businesses and 
Complexity of Returns 


Estimates of business comptiance burdens that IRS's models have 
produced over the years indicate that burdens increase with the size of 
businesses, whether measured in terms of assets, receipts, or 
employment; however burden per dolLar of assets or receipts or per 
employee decline with size due to economies of scale. For exampie, a 
small business owner who does his ov/n taxes may create a spreadsheet 
to compute the business’s taxes and keep track of the employment taxes 
he owes for each employee. The effort the smalt business owner makes 
to builc that spreadsheet is a fixed cost— ^ cost that does r\ot change with 
an Increase or decrease in the amount of goods or services that are 
produced. As the small business owner's sales grow and as he hires 
more employees, he doesn't have to repeat that effort; he just has the 
small additional cost of adding new data on income and employees to the 
spreadsheet. As this business grows, its total compliance costs decline 
both as a proportion of sales and on a per-empicyee basis. For these 
reasons, the costs per dollar of receipts or per employee are larger for 
small businesses than for larger ones. 


IRS measured .money and time burden as a portion of total business 
receipts, total assets, and burden per ompioyee. Across all throe 
measures, IRS results are consistent with the assumption that small 
businesses face significant fixed compliance costs combined v/ith 
decreasing marginal costs as the business grovi/s (see appendix III, tables 


'44 U-S.C. &§ 3501~3520. For oddi^onal inlorrt’iation on IRS melhcdotogies see the 
foilO’Ainy sivdles: Donald DeLuca. John Guyton, Wu-teng Lee, John O'Ha’e. and Scott 
Stitnar. ‘Aggregate Estimates of Small Business Taxpayer Complanca Burrien." IRS 
Research Sutletin (2007) pj>, 147-184; ^nold Greenland, Erica Layne Morrison, David 
Conners. John L Guyton, anti Mishae! Sebastian!, 1R3 Post-fiiing Processes Simulalior 
t'/lodeting: A Comparison of DES Witii Econofralric; Micrusimulation In Tax Adminlstratfon,' 
Proceedings of the 2007 Winter Stn-jlation Conference (IEEE. 2D07) pp. 1263-1274; 
Dona'd DaLuca. Amie Grea-'land, John Guyto'!. Sean Hen-nessy, anc Audrey Kindlon, 
‘Measuring the Tax Compliance Burdan of Small Businesses, '' IRS Research Bulletin 
(20C5)pp. 75-95; Donald Dd.uca. Arr.old Greenland, Sean Hatinessy, Audrey Kindlon, 
and -Vlicliael Slavnanos. “The Tax Compliance Burden of Small Businesses-A Profile of 50 
Businesses,* IRS Research BulMir, (20G4) pp 97-137, 

'’■'See appendix 111, figurs 12 fix’ a rrKire delaJed d-scussion of IRS modals. 
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9 through 11).’^ When looking at total receipts and asset size across all 
businesses, estimated total monetized business compliance costs by 
business entity type varied depending on the type of entity and the 
entity's gross receipts. This variation is one reason why compliance 
burdon on small txistnesses is a concern (see appendix Hi, table 12), 

Figure 7 sht^vs IRS's estimates of compliance costs per employee for S 
corporations, C corporations, and partnerships. According to the 
estimates, costs for corporations and partnerships with 1 to 5 employees 
range from $4,^8 to $4,746, compared to $182 to SI 91 per employee for 
businesses with 50 or more employees. IRS conducted this research 
using 2002 taxpayer data. Estimates using more recent data have not 
been produced. A number of factors would likely affect these estimates if 
they were produced using current data, including inflation, accounting 
software Improvements, and tax taw changes. 


•^Donald DaLuca et al.. "Aggregate Ealifnales of Smaii Btisirjess Taxp,iyor Compi an:o 
Burden." 
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Estimates from IRS's complianes aurder* irwciBis also show that tttrtuns 
vary by rridustiy. Ascs'ding to IRS, tha retell trade industry incurs the 
largest pre-fiBrtg and fling time burdett— businesses in lbs industry Sfient 
an average of tjstween 325 and 331 hours per year Oh such activities 
Manufacturing incurred lie largest pre-^iing and filing monetary burden, 
with businesses spend ng art average of S2,7d0 to S2,813 per year on 
these activities. Agriculture forestry, and fishepes incurrec the smallest 
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average time spent on tax compliance activities { 1 80 to 1 84 hours) and 
second smallest average compliance costs ($1 ,489 to $1 ,590).“ Some 
industries have higher time and .monetary compliance costs because the 
nature of those businesses may affect the complexity of tax activities. For 
additional irrformation on industry burden, see table 13 in appe.ndix Hi. 

IRS and Treasury researchers have used both the business and 
individual tarqoayer burden models to estimate the influence of specific 
business characteristics on compliance burdens. Their estimates suggest 
that recordkeeping and filing burdens increase as the volume of complex 
compliance activities undertaken by businesses increasas, regardless of 
the size or other characteristics of those businesses. The results for the 
full population of individual taxpayers were similar.'* Activities are 
categorized into varying levels of complexity based on an overall 
complexity of extracting Information from the entity's fitrancial books, 
items that may require a separate recordkeeping system or a process 
with potentially separate rules for each Item, and tracking records across 
years. 

IRS has not yet attempted to separately measure the compliance burden 
costs for small businesses associated with filing information returns. 
However, in a previous report, wo found compliance cost per form 
decreased as the number of forms handled increases. Specifically, two 
information return preparers reported the cost pe.'' transaction for 
preparing and filing Forms 1099 with IRS of about $10 per form for S 


®iRS reported aggrt^gate esti, nates for the tctai soiall husittess population using sample 
weigh's. To address Dutl'er vakies. IRS rsportad ranges in burden estimales (o 

account for any potential bias due lo response errors. Ths low end of the range reflects 
treating outJiers as missing aixl Irupuling responses, Tho nigh ond of the range reflacts an 
approach that caps th-e axlrart^o values at five slandars deviations from ths mean for ths 
responsos- 

’'These results are srasortted In Roseitiary Warcuss, et.Bl., ’‘incoTiQ Ta.xes and 
Compliance Costs: Ho\v Are they RGiated?", Nal-onai Tax Journal, Dacember 2013, 6S 
(4), pp. 833-354 ar«j George Contos. at.al.. Taxpayer Ccmplianca Costs for SmsI! 
Businesses; Evidence from CorporaOons. Paftnerahips. and Sole Proprietorships." i2i}ij9] 
Proceedings of the One Hundred Second Anniial Conference on Taxation pp. 50-59, 

Tax Assedaion, Wash-inglon. D C. 
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forms to about $2 per form for 100 forms, with one of them charging 
about $.80 perform for 100,000 forms/- 


Audits and Other 
Compliance Contacts Can 
Be a Significant Source of 
Burden for Taxpayers, but 
Research Is Limited 


IRS has not conducted research to estimate the cornpiiance costs of 
audits and other post-filing compliance contacts for small businesses. 
However, IRS conducted preliminary research on compliance costs for 
individual filers that can pi-ovide some insights Into the sources of burden 
that would affect some small businesses that report business income on 
individual tax returns. From the taxpayer perspective, post-filing begins 
when the taxpayer receives nolice of an issue with an already filed tax 
retui'n a.nd condudes when the issue has been resolved. Post-filing 
compliance costs include any time spent on resolving an issue or money 
spent on things ranging from postage to paying a tax professional, IRS's 
preliminary data on individual post-filing compliance costs provide 
Information on the time and money spent on post-filing activities such as 
an audit — a review of accounts and financial information to ensure 
information is being reported correctly— or collections— receiving a bill for 
not paying taxes in full when a lax return was filed. 


For irdi’/idua! filers. IRS research indicates that the level of compliance 
costs are highly dependent on the approach IRS takes in how it contacts 
the taxpayer to address potential underreporting or underpayment of tax 
obligations. IRS's preliminary ostimatos, based on sunreydato from 2011, 
indicate ttiat the average post-filing compliance costs were the highest for 
a field exam— an audit conducted at an individual's homo or place of 
business— at $4,800, followed by office exam— an audit conducted ai an 
IRS office— at $2,165. A notice informing tho taxpayer that they did not 
repon all of Ihoir earnings had the lowest estimated average post-filing 
compliance costs at S230, IRS's research on the magnitude ol audit costs 
for individual filers likely includes individual tilers who are small business 
owners. Those businesses are likely to have more complicated returns 
and, as a consequence, their burden is likely to be at least as great as the 
averages show for individual filors. For more details concerning post-filing 
compliance costs, see figure 13 in appendix 111, 


^'^GAO. Tax Administration: Costs anti Itsirs of Tnird Party i-forTaron Retrrr s 
G«0-M-»*6 {Washington, D.C : Nov, 20, 
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According to IRS, the audit rate for small business taxpayers is higher 
than the rate across ail individual taxpayers because small businesses 
historically have highe- noncompliance than other taxpayers,” Table 2 
provides detailed information on the audit rates across small business 
types. 


Table 2: Audit Rales Across Small Business T^es (Fiscal Year 2014) 

Business Category 

Size 

Audit Rato 

Individual Nonfgrm Busl.’^sss Kebjr’^s'* 

Gross receipts < $25,DC0 

1,0% 


Gross receipts $25,CC0 < S 100,000 

1.9% 


Gross receipts $100,0013 < 3200,000 

2,4% 


Gross receipts $200,000 or more 

2.1% 

individual Fam Business Returns" 


0 5% 

Individual Business Retg.ms wi'Ji lolal positive income 
of at least S20O.0C0 and under S1 ,000, CWO’ 


2.7% 

Small Corporations'" 

Total assets < $250,000 

0,9% 


Total assets $250,000 < 51,000,000 

t.2% 

Partnerships’ 

Total 

Q.4% 

S Corporations’^'" 

Total 

0,4% 


aatne- IRS m Bccrr l SJrO lS-6-3 

Notes : 

grosw ratieipis is I6e st-T. o' cjfcsa rccG pts ffom farm and rpnffirm bus nsaaas without, earr^d 
incwn« ta.KcrcsJlL 

"Totai positive incone is itio sum of aP positjva atnounls ahown far varwus sourcRs rncomo 
repoit'Xj Oh the indlvidua; income tat f-aii.fn and, thus. oxcfLtJos losses. 

"IrKiidas m-uns whn asssts of loss Ihar SlOniil ca, 

**Non!axaWa returns a.'B lied (Of on t, tics that Qu-iura.ly do rot have a tax liability, but pass throvrfjr) ary 
promts ai«J bssua to the unriarlyirg owner’s who IncbCe Uwa« prof ts or losans on litoli' fneofne lax 
rBl-jfns 

^Includcsmost Perms 1 1?QS. v^r-kn are 'lied by lying 3 nr/rporattoos elootihu tc be taxed throktoh 
snaffthoiders. 


While vvs did not examine post-filing costs. In a past report on 
correspondence audits, we found a number of issues which contribute to 
taxpayer complianco burden. These issues included IRS backlogs in 
responding to taxpayers who pro'ride documentation in response to IRS's 
audit notices and unrealistic audit time frames set by IRS. 


^toAO, Smal Bustness; Taxpayon: Face Mnny layers of Req.ire.mej'ts, 
GAO.‘T-GGD-99-76 ('jVashington. D C.: Af>r, ‘2, 'SSlJj 
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IRS’s Decision- 
Making Framework 
Includes 
Consideration of 
Small Business 
Compliance Burden 


IRS's Strategic Goals and 
Internal Revenue Manual 
Describe the Agency-wide 
Approach to Taxpayer 
Burden Reduction 


0n9 of IRS's goals In Its strategic plan is to deliver high quality and timely 
service to reduce taxpayer burden and encourage voluntary 
compliance.” Under thi.s goal, IRS tias dentified seven objectives that 
further define how it intends to achieve the goal. One objective is to 
raducs taxpayer burden and increase return accuracy at filing through 
timely and efficient lax administration processing. IRS outlined 
performance measures for each strategic goal and objective in a 
supplement to its financial statement for fiscal years 2013 and 2014.'“ In 
this supplement, IRS describes some of the initiatives launched or 
continued and progress made in achieving performance goals. IRS also 
includes a discussion of goals missed. Several of these goals, if 
achieved, could have a positive impact on reducing small business 
compliance burden. For example, responding more quickly to telephone 
calls, correspondence, and requests for in-person service, as well as 
enhancing the online experience for customers, could benefit small 
businesses by requiring them to expend less lime and fewer resources for 
IRS outreach. 


In addition to the goals and ab|ectlves that focus on burden reduction In 
the strategic plan, IRS listed general guiding principles for reducing 
burden in the Internal Revenue Manual 22.24,1 ■ IRS Servicewlde Burden 
Reduction Activities. The guiding principles are Intended to support the 
consideration of compliance burden as part of tax administration. 
According to the manual, IRS carries out Its mission to achieve significant 
.'■eduction in unnocessa.'V burden by considering taxpayer burden when 


”|RS. Stralaglo Plan: FY2014-201 7 (WaslUngMii, O.C,; 2014). 

“iRS. Imernal Re'.'enue Servee: Managanerr s Dheu-asion ard .Fnalynis F.sda: 
2054(Vv'ushing:<Ki. D.C.: 2014) 
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implementing and reviewing policies and procedures. See table 3 for a list 

of the guiding principles. 

Tabfe 3; General Guiding PrirtcJpies and Items Employees Consider When Assessing Burden 

Guiding Principle 

Considerations 

Leverage Techno'ogy 

VY.H a new requiremerst praciuda the taxpayer's ability te e-file’’ 

• Is there an electronic subfrtsston alemaiive o^her than paper Ja.g. web technology or 
e-rrail)? 

• Cart RBable forms be created? 

Lsverago Existing Data 

• Are thera opportufsitles to leverage information already being recuestsd by another IRS 
functon. government, or from accessible third-party data to limit tha infotmaiion 
coltecbon burden on Sio taxpayer (inquire through vrsb research, ?h:rd parties, or 
impacted stakaba'de's)? 

• Are there opportunities to coordinate wfih third parties to reduce the tninlen to 
taxpayers in meeting the requiremonts (e.g., cofsoiidate data collection resulting irt one 
form versus hvo}? 

Consider Pre-decisional Sta‘<€!ho,der 
Input 

• Do the procodursA-requiremerts conform to current exlernoi business processes or 
redordingireporting practices? 

• Are your documents in plain, coherent, ^d unamaiguous terminology? 

BoneRt Wust Ouhveigh Burtlan 

• Are you requiring documentaticn that ss not nocovssary to comply with the law and/or 
which may no? gctuaily t« reviewed by IRS (or raroly reviewed)? 

' Are tnsre consequences to tho taxpayer frw failing to provide tina data? if not, how suro 
are we that they will provide accurate information? 

• If ihenj ans muitiplo options for legsiative imoleirMantal'on. wtiich options aro 0.<pecteci 
to provkftj the greatest bonoft to lax admirtstration for the public cost Imposed? 

• • Can the procodura be optonal versus frandatory? 

• Can a short form, cr other simplified motr.ad, be created for some of the populatfoii? 

• Can a safe harbor procedure be o"ered to mitigate burden, especially for lew income 
taxpayers and sn^a 1 businesses? 

• Can the frequency cf information colloction lirnHed'reduced'’ 

Should iransilior relief bo offeree? 

Sou’CB iKSiriw-n* >(Bv«nui» inAO-lS-tvn 

According to ths Internal Revenue Manual, llia mission to reduce 
taxpayer burden and improve service is embedded in the IRS culture and 
a responsibility of all divisions. Though staffed to the Small Business and 
Self-Employed division, a senior advisor serves as the single poini of 
contact for taxpayer burden reduction initiatives across ali divisions. The 
manual states lhat this arrangement Is intended to provide a link across 
the agency to ensure burden reduction is incorporated within docis on- 
making frameworks. Tho advisor also acts as a liaison with external 
stakeholders. 
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IRS Has Worked with 
Internal and External 
Stakeholders to Identify 
and Reduce Small 
Business Tax Compliance 
Burden 


IRS offictafs provided exampies of efforts made to engage with internal 
and external stakeholders to reduce small business tax compliance 
burden. To engage internal stakeholders, employees can suggest ways to 
reduce burden by using Form 13285, Taxpayer Burden Reduction 
Referral. This form aliow'S employees to note an issue causing taxpayer 
burden, describe the affected population, and propose a solution. 
Employees can also explain who rteeds to be involved in making the 
change, the resources needed, taxpayer benefits, compliance risks, and 
suggestions for how to measure burden reduction savings (s.g., reduced 
costs to the taxpayer or reduced costs to IRS). One notable example of a 
burden reduction initiative at IRS was developing a simplified method for 
determining the Office in the Home tax deduction. 


Simpitfiod Office In the Home Deduction Iliustrafos How IRS Considers Burden 
Whan Implsmenling Initiatives 


tRS Dff.cials of?3red an example of how the agency considerec co.rp.plianco burriec 
prndples when lmp?e?nenttog new or changed tax laws or administrative prcceduros 
with the introdyction of a sifrplificd mcith.o<l for small businesses to calculate their Office 
in tho Home Deduction. This method was introduced in 2013 and generally allows fliers 
to receive a deduction of $5 por square foot of office space, up to a maximum area of 
3C0 square foot. Thy alternative mel”od involves a more conpiax catcuiason o* 
property depreciation, 

Ah.hojgh Vie Defiartmenl of the Treasury (Treasury) and IRS officia-s reported 
considertny this proposal as ea'ty as 2006, in July 2012, Treasury and IRS redoubted 
their efforts in rcaponso to an Offico of Management and Budget, request to idantefy 
initiatives *S! would eiininate at least 2 miliion hours in annual bunden, To meet this 
foquGsl, IRS reached cut to omployoos ar\d Senior Executive staff, and also reviewed 
prior submissions, form burden stat sties, end other suggeslicms that had beer^ 
cons’dsreC in tho past. The group fev^e-.ved ths proposals and mads a final 
dotarmlnafion that this inioalve should bo in'ipiQmeniod. IRS oi'flcials told us that they 
consitfered burde.n and compliance risk i,vithin this decision-making process and 
rfisciissed tradeoffs of ih.oT decisions. IRS received externa! staksholrlor Input from 
representatives of the smafl business community, such as the U.S. Chamber of 
Commerce and me National Federation of independent Business, who have 
recognizee this as a posTj'/e development, iRS said the process of ’.vorkinrj 
collaboralivo.'y across the organization, w'th oxtorna! pa.'tias, and wim Treasury allowed 
them to consWer the Interests and certcarns of ail parties. This hetped IRS weigh 
trad eoffs of ce cisions that could affect both compliance and com ciiance b-ardon. 

QAOaialyvicffRSirfi’i'iwityift jCWC-5S-?l3 

Other internal activities include providing employees with an online 
burden risk estimator tod designed to aid employees in deternining 
whether certain decisions about the design of tax forms for individuals 
(Form 1040 and associated schedules and forms) could impose 
significant burdens on taxpayers. This tool Is an Excel spreadsheet that 
uses some of ttie data used in the more elaborate burder^ estTiiation 
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models discussed previously in this report. The tool provides staff with an 
estimate of ttie number of taxpayers who would be affected by a specific 
potential tax form change, as vrell as a rough indication of whether the 
effect on compliance burden would be significant. Divisions can use this 
tool to identify decisions that merit more in-dapth evaluations, potentially 
involving the full burden estimation model. 

IRS undertakes a number of activities to engage external stakeholders 
such as providing information on its wobsite and holding forums with 
small business representatives. IRS has a website page that defines 
taxpayer burden, provides links to submit ideas for burden reduction, and 
outlines how IRS selects burden reduction initiatives. Another example of 
IRS outreach to the small business community is the quarterly Small 
Business Forum. IRS officials told us that they use the information from 
these forums to inform their decision-making process for praoilcas and 
policies that affect small businesses, For example, IRS used feedback 
from forum participants to refine the language used in burden surveys it 
administers to the business community, and used what was learned to 
inform its current burden models. Similar to internal stakeholders, axternal 
stakeholders can make burden reduction suggest.ons using Form 1328S- 
A, Reducing Tax Burden on America's Taxpayers (Referral Form for Use 
by the Public), which allows them to describe the Issue causing taxpaye' 
burden, the affected population, and the proposed solution, 


Small Business 
Representatives We 
Spoke with Identified 
Areas That Contribute to 
Compliance Burden 


We also interviewed small business represenlatives (external 
stakeholders) who acknowledged IRS's external stakeholder outreach 
efforts and how they have been offoctive in identifying opportunities to 
reduce compliance burden. However, tiiey also described a number of 
areas where small business compliance burden could be further 
reduced,’’^* These areas include Issues related to IRS customer service, 
filing requirements, lack of or delayed official guidance, and compliance 
contacts. According to these representatives, when they call IRS, they 
can have long wait times, be disconnected, or be directed to IRS staff 
who are unable to provide the needed assistance. We have recently 
reported on these issues as weli.^^ 


^•S&e EpoowJU I for a more detailed descripticn cf our irite.fviAws, 

^^GAO. Tax Fi;irg 2014 PertorTtanco tfigJingh'.A the Need ‘n BoH.?'- Manao© 

Taspnyor Ssivioe and Future Ris^.5. GAO-15 '|!j 3- 0'Va3hirsg?on, D C,; Dea 16. 2014}. 
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Further, several representatives shared the perspective that complex 
filing requiremetvts contribute to compliance burdett. While small 
businesses sometimes anticipate significant tax relief through tax credits 
and deductions such as the small employer health care credit and 
mileage and vehicle deductions, some small businesses may not be 
claiming these credits due to the time, cost, and complexity associated 
with ciai.ming them. One concerrt we heard from small business 
representatives was that after a tax practitioner expends resources to 
CQ,-ripilB the necessary documentation and calculate the credit, their client 
{the small business) is ineligible to claim the credit. This could result In 
additional taxpayer burden if fax preparers bill their clients for calculating 
the credit when It is not claimed. 

In addition to facing burdens due to new and complex tax provisions, 
representatives we spoke with also expressed concern over the 
compliance burden associated with delayed or missing official guidance, 
particularly for the Patient Protection and Affordable Care Act employer 
mandate.® Representatives also noted that deadlines for responding to 
certain IRS notices can be difficult for small businesses when the 
requested information is not readily available. We recognize that IRS is 
aware of many of these concerns and, through various initiatives, has 
made efforts to address these issues. However, continued altenlion to 
these areas will be key to effaclively reducing burden. 

Wo routinely issue reports on aspects of IRS's enforcement and 
administrative operations, some of which may impact small business tax 
compliance burden. In many cases via have made recommendations that, 
if implemented, could hsip to reduce these burdens. Selected 
recommendations that have yet to be implemented are listed in appendix 
IV. 


®The employor mandate Is 8 isquiremsnt that all buslnosses with 50 o.' more fuii-llmo 
enu-vatent eraploysos (FT6) proviite qualifyiap liBailh insaranoo to S5 poraant of their full- 
tine employees, or pay a tax penalty if one luil-timo employee raiteives the premium lax 
credit. 26 U.S.C. § 49SDH. The employer mandate itself was delayed, in part, to reduce 
cr)niplia-,C!» tiuriien, OespUa that delay. IR-d guidance was still llna izmi later Shan initially 
p'anned, whi-ph representafives said created additional burden. 
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IRS’s Overall 
Evaluation of Its 
Payment Card Pilot 
Has Several 
Strengths, but Does 
Not Fully Address All 
Elements Necessary 
to Effectively Assess 
Results 


New Payment Card Data 
Provide Opportunities to 
Improve Voluntary 
Compliance and Have 
Potential to Help IRS 
Better Identify 
Noncompliant Small 
Business Taxpayers 


Beginning In tax year 2011, payment settlement entities were required to 
send IRS Forms 1099-Kto report gross merchant payments in which a 
payment card or a third-party payment network was used as the form of 
payment/^’ Payment settlement snlilies report the gross amount of all 
reportable transactions a merchant made through them, fnr the calendar 
year, without regard to adjustments for credits, cash equivalents, 
discounts, fee.s, refunds, or other deductions. 

A copy of the 1099-K is also sent to the taxpayer. The reporting of this 
information to both IRS and the taxpayer can encourage voluntary 
compliance by small businesses in al least two ways. First, since 
taxpayers know IRS is also receiving this inoomo information, they are 
more likely to include it on their tax return, Second, taxpayers have 
another source of information they can use to help calculate or verify 
business income. 


Payment card reporting also provides IRS vw'lh an Information source it 
can use to compare against the income reported by small business 


*'26 U.S.G. § 6050VV; 26 C,F,R, §5 teOSCWd, 1 ,e05CW-2. Section 60SOW requires 
payment setticmDnt orttites tc provide tRS with merchants' tax identfi cation number and 
tax filing name. There ate t*n types of payment sctHo.ment entities morchant acquiring 
entices, such as credit card cotnpanio-s, and third-party settlarnant organizeticns, such as 
PayPai and certain td road providers. Unfi'xe payrrient card transactcns. third-party 
rterworK transactions are only rcportabiQ if a merch, ant's aggregate emouni of such 
paymonts for ttie year exceeds ScO.OQO and if the .aggregate nvimber o( transactions 
exceeds ZOO. 
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taxpayers on their tax returns. As such, it can serve as a tool for 
identifying noncompliant taxpayers, including those who failed to file a tax 
return at all and those who underreported their income. This type of 
comparison is a common IRS enforcement technique. For example, IRS 
can directly compare information it receives on a taxpayer's Form W-2, 
Wage and Tax Statement, against a tax return to determine if the 
taxpayer reported earnings and withheld taxes correctly. 

However, matching is mere complicated tor Forms 1 099-K than Forms W- 
2 because IRS cannot direcliy match the line items on 1099'Ks to line 
items on tax returns. The Form 1099-K reports the gross amount of 
payment card and third party network transactions made through a 
payment settlement entity. This does not match the gross receipts line on 
tax returns because Form 1099-K transactions may Include Items like 
sales tax, gratuities, and cash back, all of which are not income. 
Furlhemiore, tax relurn gross receipts can include cash and check 
revenue, which is not captured on Form 1099-K. To leverage Form 1099- 
K data, IRS researched and tested ways in which tho nevr data can be 
used to most effectively and efficiently improve voluntary compliance, 
delect noncornpliance, and identify those who did not file returns. 

The Payment Card Pilot includes six activities to test three methodologies 
for selecting cases, as described in table r). 


Tabio 4: Description of Payment Card Pilot Activities 


Case seiectjonmothodology 
Collection 

IRS uses Form 1099-K. <fatJi to kleoiiFy nonfiler taxpayers 
and taxpayers vvilh unpaid assossmants. 


Line ty Line Corndanson 

IRS compares Form 1 059-K data w'.h tax relufris. A notice 
is sont if card receipts are greater than what the taxpayer 
has reported. 


Payment Mix Methodology 

IRS compares the relative cash and card revenues of sifrtiar 
businesses by selling thre-she'da foridentifying 


Pilot program activities 
Collecticn 

IRS uses Fomi ia99'K information to idnntify nonfiler taxpayers, 
oriohliio caae^or^. and calculate taxpaysr income. 

Automr^od Lfeiderreponer 

IRS Compares Ihg gross aemurt of the folaf reporifibie payment 
card/lhird-party network transactions for th» caiemliir year to indivlduai 
lax returns (Form 1G40 Schedu'es C/Eif). 

Business Underreporter 

IRS compares (he gross anount of me total reporlabte payment 
card/third party nebA-ork transactions for the ceierdar year to business 
tax returns (Forms 1 120. 1120S, and 1D65). 

Alternative Notice 

IRS issues taxpayer a letter attking them tc review thoir Pocks anr! 
^cords to ensure all g-rosa racolpts ar« re:>y.-t«d 
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Case selection methodology 

undarrepcrlers. 


0*0 i<i’i»ivsi»'>IiR5yti(l ijucurhw'lalii; 


Pilot program activities 
Teciinicai Ai^it 

IRS tests •j’o effectiveness cf this comalianoe fraatnert ys’og Form 
1039-Kdalalii a correspoodence audit 
FieW Audit 

IRS tests the effectiveness cf this compliance trsatmemt using Form 
1099^datah afield autft. 


In all of the pilot aGtivities, IRS uses taxpayer identification numbers to 
firs* match Forms 1099-K with the correct tax returns. IRS then compares 
Form 1099-K information with business income reported on individual and 
business tax returns. This process is detailed in figure 8. In the two 
underreporter pilot activities, IRS compares line by line the gross dollar 
atriount of payments listed on Form 1099-K to gross receipts reported on 
the tax return to Identify potential underreporting of payment card and 
third-party nehvork revenue, 
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F(guf® 8 : IRS Form 1099 ’K Tost and Learn Pr«:ess 
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and caso selection for 
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The paymen! mix methodology aims to identify potential underreporting of 
gross receipts from both card and cash sources. For this methodology. 
IRS first calculates a payment mix- the relative ratio of cash and card 
revenues of similar businesses. IRS determines this ratio by dividing the 
gross payment amount on Form 1099-K by gross receipts on the tax 
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return. IRS then computes the amount of potential underreporting by 
comparing this payment mix to that of similar businesses based on 
variables including industry type and size, population density, per capita 
income, and a'/erage transaction sizes. As part of the test and learn 
process. IRS has expanded the number of variables to refine 
identiticatic^ of possible underreporting taxpayers. One example of this is 
i’iustraled in figure 9. 
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Ftgu<-r‘ ^ !l*i.5trot»oM uf Hoa Changes the Payrften! Mix Me^odology to Improve Idontificatton of Noncompliant Taxpayers 




8 isfHl un thtoi. jcJiikts !RS groups Restaurant 1 
and Restaurant 2 

V' TO »i rns . ,1 ^ 

</ hi, u •’ ^1 jv II j H L I! ► ot'd pcpt.'ia! on ders ty 
V Sj'iatd'H 1 ■ >0.' “ceipis 


Wj rr 


!RS adds 3 loyrth variable, and as a fcsuK does HO''' 
group Restaurant 1 and Reshnirant 2 

SiFiiiiX ifKktsiiv :yre 

S'fnH*- per cao:-t-J ricc««cf ami 0cii:ji Hs^:cn cisi'Siiy 
Simi,sf a?rounlotg'us.i reuaipis 



B«« a>. St p j ta i gross receipts S'rritar for 
both foatautants, IRS sands Restaurant t a hoIusi 
foi poirtf'tfa! undenepoding dtte to its tow 
propofiinn ol cash revon^te. 


Average transaction 
aiTWuntr. .S30 


Durins interaction with tRS ana ousiness. tR» loams thsi 
Raslauani 1 car justify sow cash voluires given its type of 
btisj'ie&s which has rrnich ct«tlr! otj-d lovonue and tngti 
average pw-pnont curd tr^naactiwn antOMOts 


tf implemented successfully and properly evaiuatod. the payment card 
pilot could allow IRS to determine wfitch. if any. pilot activilies are 
effective enough to iuslify broader expansion , i.ncluding integration with or 
repiacement of other compfrance enforcement efforts. 
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IRS's Evaluation Plan 
Enabled It to Rapidly Test, 
Learn from, and Adapt 
Pilot Activities, but Does 
Not Include Key Elements 
for Assessing Overall Pilot 
Performance 


To assess IRS’s plan for evaluating tho payment card pi ot we used our 
previously developed guidance to identify key elements for designing 
quality evaluations.^ Addressing each element at the overas- pilot and 
pilot activity levels can provide program managers vath objective 
information to iteratively assess program performance. The five key 
elements we identified for quality evaluation design are described ir 
table 5. 


Table 5; Elements of a Program Evaluation Framework 
Element Charactorlsiics 

Qar'.fy urdarsuitiding of lh« • Program a-fcv'fies. ^ ' 

program's goals and .sirateciy, . Program stages. 

» expected short-, medium-, and long-term -mpact 

• Resou'ce inveslmenis. 

• External factors H'at coukJ affect the outcome. 

Develop relevaTl. and useful • Obiectivs and answerable evaluative questions. " * **’ 

evaluBfon ques^ons and an anaiysis , Cicarty defnea cri:ef.a. 

plan. 

Aasesjs tho releva'ico a.nd quality of • Descrirjiion of the information or data ano sources needed to os’s^sM tiio program 
awaiiahlQ data sourcos. the evaiualion criteria 

• Description of how ihe information will oc gathored. 

• Description of the tools devolcpij'rJ to obtain these data and novr :noy am a.sssssed 

• A cata re'iabi ity assessment 

Address data, scope, and • Documentation of assumptions, procedures, and mDciis'o- analysis. 

methodology i mitations. , Assess th^t the evafi.iatior. f^ts availablo tiiTio and resources. 

• Deterfr^naticn that data are free of bias and anofs. 

Faofiitotc tho use of tho ovnlurition • DamonstratB le.we-'ship suooi^t ' 

results in program managnmont . gyiic 3 strong b-idy of evdence. 

decislon-msking. ^ Engage stakeholdors tnrougr'mjt the evadation process, 

Evu-« 0*0 t0,‘0-l!>.313 


IRS's evaluation plan for pilot activities integrated many characteristics of 
a v/eif-designed evaluation. As a result, IRS was able to make rapid. 


^■^Cnieria ware developed from GAO. Program ev-o.i'ii-ahon. Srrofcg.'o 3 to Facil'!at 9 
Agencres' t.f3e afEvafaathn in Prograrn .Arfanagemcni a.nc/ PoUcy Ma^h-nj. GAO- /i.:- 
(VVa,in nyto’'- D-C.; .Ajoc 26, 2013). and DHSfgr.'frjy Evaluations 20 1 2 
GA.'j-S2-2»iO.G (Washington. O.C.; Ja,nuaiy 20 1 ?) 
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ongoing assessments o! pilot activities and continually incorporate 
changes based on wfialv/as learned. This approach allowed IRS to test 
many hypotheses simultaneously while limiting the number of small 
business taxpayers affected by the pilot. 

However, the overall evaluation plan for the pilot lacked characteristics of 
each element that are necessary to ensure a quality evaluation. If IRS 
does not address these gaps, it risks not having the evidence needed tc 
Bffsclively deckle whether, how, and when to integrate pilot activities into 
broader small business complianoo Improvement efforts. 

Clarify Undarstanding of the IRS clearly defined the overall pilot goal, which is to use Form 1099-K 

Pilot's Goals and Strategy Identify and reduce underreported and unreported Income. IRS 

outlined and detailed the specific program activities it tested and 
documented pilot planning and results in a strategic planning document 
and several other executive-level updates. These documents detailed 
various actions, including internal meetings, assessments, outreach, 
training, and information technology activities, during the early stages of 
the pilot, IRS's st.'-ategic planning document also providsd a conceptual 
representation of the different stages of the pilot and the grovrth of 
compliance case volume at each stage, as seen in figure 10. 
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Figur« 10; IRS's Conceptual Timeline of Pilot Stages 
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iRS has gentjraJly documented the expected short-, medium- and long- 
term mpacts of the pilot. One Important short-term impact included 
learning about the small business population to improve identification of 
noncomplianl taxpayers. For example, IRS realized an Lssue was arising 
because some small businesses — such as high-end restaurants — have 
lov/er cash revenue than other similar businesses. To address this issue, 
IRS added a line to Form 1C'99-K to collect data about the number of 
payment transactions {see figure 11). IRS uses this information to 
determine the average payment card transaction amount In the medium 
term, IRS sees the potential for improved taxpayer voluntary compliance. 
After die first year of the pilot. IRS tested compitance levels of taxpayers 
oefors and after the introduction of the pilot and found that almost half of 
taxpayers increased their reported gross receipts, and about 60 percent 
of those contacted reported their income more accurately the following 
year. In the long term. IRS sees these activities helping to reduce tho tax 
gap. 
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Figure 11; IRS Changes to Form 1099-K as a Result of Pilot Learning 
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While IRS has defined high-level pilot goals, such as improving voluntary 
compliance and reducing the tax gap. it did not establish performance 
measures for these goals and has not decided on a time frame for 
developing them. IRS has defined broad stages for pilot implementation, 
but has not clearly identified measures or indicators to determine when 
the piiol has moved or will move from one stage to the next 

IRS identified pilot staffing needs. In Jur^e 2012, IRS estimated the 
number of full-time equivalents (FTEJ it v/ould need to conduct field 
exams. IRS officials also said they track resources for some of the pilot 
activities, inouding the implementation of the payment mix methodology 
pilots. Ho'yvever, IRS's evaluation plan has not fully ioentifiod and tracked 
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resource r^eeds or use, including the actual numbers of FTEs hired or 
management resources to design and monitor test and learn pilots. 

iRS identified external factors that could affect the progress or 
effectiveness of the overall pibt. It identified potential hurdles, including 
possible {itigatior^ and access to necessary technology solutions, 
However, IRS has not articulated hovir these factors affect the future of 
the pilot and what decisions it ■wilt make to address tfiem under different 
scenarios. 

Develop Relevant and Useful evaluated pilot activity results, but there is no clear documentation of 

Evaluation Questions and an evaluation questions or analysis plan. However, these can be Inferred 
Analysis Plan based on the evaluation results. According to IRS officials, one of the 

©valuation goals was to learn why some compliant taxpayers Vi/ere 
identified as potential undsiroporters of incx^me. IRS examined the results 
of closed cases to learn how to better identify compliant and 
noncompllant taxpayers. An example of this analysis and resulting 
change Is described in more detail in the text box, 


IRS Test and Learn Approach to improve IdantlHcation of Noncompllant i 

[ Taxpayers I 

I One IRS pilot looming goal is to test a now ossa saiection methodology catierf the 
payment niw methcdology. IRS is loarnir^g ho;v to improve this mothodology to bettor i 
' idenlifynoiicompliant taxpayers. i 

When analyzing resu'ls of tho first year of the pilot program, IRS found that a significant 1 
percentage of onliro-oniy businesses '-whfch do not accept cash— were falsely ! 

identified by the payment mix methodology as potential underreponers of cash Incorre. | 
To decrease the likelihood mat compfiaitt online-only busiiissses were selected in 1 
future yvHis. IRS added a line to Forn 1099-K that allows the payment seitomont entity j 
to specify mo agg-egats gross amount of all reportable payment transactions dvmng the * 
oalondar year where the ca.'d was not presen* at the time of tne trartsaction or the card i 
nij.Tibef vras keyed into me tfifirtriai. Typically, this rslalos to online sale.5, phono saias. ! 
or catalogue sales. Because IRS reduces the probability that compliant small business I 
; taxpayers are identif ed as petentia' uncterrepoftars of income, the ovofall burden for 
! compliant taxpayers is rsd ucea. 

Sc»if.->»: <>0 »c>»v5i* anas 9ife: afar»arius.-«i | ^,.^o■t3•ST^ 

IRS evaluated the results of all pilot activities. IRS compared the average 
time to complete an audit and the average dollars assessed in additional 
tax for each case against existing compliance and enforcement efforts. 

IRS could use this information to decide which pilot activities to i.mplement 
in a full compliance program. 

IRS did not have evaluative questions and criteria to assess whether tho 
overall pilot or the pilot activities achieved the inieiided goals or produced 
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Assess the Relevance anti 
Quality of Available Data 
Sources 


Address Data, Scope, and 
Methodology Limitations 


the intended results. Understandably, as IRS tests and adapts different 
approaches, it has learned and vdll continue to learn which approaches 
demonstrate the most promise in effidentiy and effectively Identifying 
noncomp'iant taxpayers. Clearly articulated evaluative questions and 
related analysis plans would allow IRS to determine whether the overall 
pilot and pilot activities are achieving results that would signal what next 
steps should be taken. These may include deciding the pilot can move 
beyond the learning stage, be expanded, or, ultimately, moved from pitot 
to full implementation as a compliance program. Conversely, the 
detemilnalion could be that the pilot and pilot activities are not achieving 
the intended results and should be disconllnued or modified. 

During the early stages of the pilot, part of I.RS's evaluation of pilot 
activities involved assessing Form 103S-K data quality. IRS monitored 
potential errors that payment seltlemenl entities could make when filling 
oultite form, including invalid or missing taxpayer identification numbers. 
Such data entry errors could negatively affect IRS's effo.rts to compare 
the data with information reported on small business taxpayer returns. 
When errors were identifiod IRS contacted the payment settlement 
entities to ma.ke corrections. IRS officials told us that because of this 
effort, accuracy rates for matching rose from 00.3 percent for tax year 
201 1 to 95.4 percent for tax year 2013. IRS officials have told us that 
analysis of Fo.'m 1099-K data is ongoing. 

Since IRS lacks evaluative questions and an analysis plan for assessing 
the overall pilot, it does not have complete descriptions of the information 
or data and sources needed to assess the overall pitot against evaluation 
criteria, how that information will be gathered, and an assessment of data 
reliability. Because IRS add'esscd the relevance and quality of data 
sources in some of the early evaluations of some pilot activities, this 
Infor, -nation could feed into the development of the broader evaluation 
plan. 

IRS documented certain assumptions of its analysis. For example. In the 
alternative notice pilot, IRS sent assessments to taxpayers who did not 
respond to Itis notice and those who admitted to underreporting. IRS 
referred cases to IRS field work whe.n taxpayers sent Insufficient 
responses or communicated that a review of books and records v/as 
necessary. 


Further, more. In the early stages of the pilot, IRS showed evidence that it 
checked that data were free of errors, in the first year of the pilot, officials 
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took steps to ensure that compliance examiners understood and 
consistently applied decision rules to determine compliance results. 

IRS provided evidence that it estimated timelines and relative resource 
needs to mo-re from tha test and learn phase to a full compliance 
program. IRS outlined three scenanos to achieve a given level of 
compliance at program implementation. However, these scenarios were 
developed without a program level evaluation. Until IRS conducts an 
evaluation, it will not have the information it needs to determine which 
approach to take. 

Although IRS showed evidence that data, scope, and rtietlrodalogy 
limitations ware considered and addressed for certain pilot activities, 

Ihese limitations were not fully addressed for the overall pilot IRS would 
first need to develop evaluative questions, assessment oriteria, and an 
analysis plan for the overall pilot before it could clearly assess data, 
scope, and methodology considerations. An assessment of design 
limitations v/ould include stating any limitations of pilot scope, determining 
comparisons against which to assess pilot results, and assessing whether 
the evaluation fits available time and resources. Asking Iheso questions 
would help clarify the potential impact of any project design limitations 
when determining whether to move pilot aoti'/ities toward full program 
implomentatioh. 

Facilitate Use of the Evaluation provided evidence that leadership from multiple offices across the 

Results in Program agency— the Small Business and Self-Employed Division, Office of 

Management Decision Making Compliance Analytics, and the Information Technology Organization— 
demonstrated commitment to using evaluation data to inform pilot 
decision making for the beginning of the pilot. Senior officials from each of 
these offices met weekly during the early stages of the pilot. The 
leadership actively engaged inlernai stakeholders and developed 
strategies to internally communicate information about pilot program 
activities. These strategies included organizing employee focus groups, 
training, and leadership updates on pilot progress. For example, in 
October and November of 201 2. IRS provided an update on project 
communication status to communication directors across all operating 
divisions. 

In addition. IRS leadership engaged with external stakeholders before 
launching the pitot. In October 2011. IRS addressed small business 
represonlatives' (XJneerns about paperwork burdens by announcing that it 
svould not require taxpayers to reconcile gross receipts and merchant 
card transactions. IRS also worked to address tax practitioner questions 
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about the use of the payment mix methodology for case selection. As a 
result of the outreach, fbr example. IRS developed and tested a tool to 
help tax practitioners determine if their clients v/ouid be at risk for 
underreporting cash transactions. 


Conclusions 


IRS's payment card matching program has the potential to enhance the 
agency's ability to identify noncompliant small business taxpayers. Belter 
identification of noncompliance vrould reduce the burden placed on 
honest taxpayers because the likelihood they would be selected for cosily 
and time-consuming audits or other compliance contacts could be 
reduced. Furtlier, more effective identification of noncompliant taxpayers 
means IRS can more efficiently use limited resources. 

IRS's Payment Card Pilot shows promise in producing these results. 
However, IRS has a long road ahead to figure out whether and hnvr the 
pilot, and its many activities, can be fully Implemented. IRS has not . 
clearly defined the stages of the pilot or measurable goals that it can use 
to determine when the pilot has moved from one stage to tha next, or if it 
should. Without defining the stages and establishing related metrics, IRS 
will not be able to articulate the pilot's status at critical points in time, 
Fu.nher, It yvill not be able to justify the investment of additional resources 
if it cannot demonstrate progress toward those goals. In addition, IRS has 
not developed a full evaluation plan that will allow for a systematic 
assessment of the overall pilot against evidence-based criteria. Such a 
plan is necessary so IRS can ensure that it is making informed decisions 
about moving fon-vard. Follov/ing 'xey elements of evaluation design will 
help ensure that the results of the evaluation are valid and rsliabie. 

Finally, documenting the plan's limitations will reduce the risk that IRS will 
dravr conclusions that are beyond what can be supported. 


Recommendations 


To improve the evaluation of the paymont card pilot, the Commissioner of 
Internal Revenue should take the foUowirtg actions: 

• Clearly define the stages of the payment card pilot and establish 
measurable goals for determining v^hen the pilot advances from one 
stage to the next. 

• Develop an evaluation plan for the overall pilot and building on pilot 
activities to Inform decisions about whoUier, how, and when to 
integrate pilot activities into overall enforcement efforts. This plan 
should indude 

• evaluation questions. 
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• evtdsncs-based avaluaiiva criteria, 

• an analysisijtan. , 

• acoinpistettescnptionoftJaiatobecollaeted, 

• a daB fBliability assessment, and 

• documentation of evaluation littiftattoris. 


Agency Comments 


We pfovUe'fta draft of this report to the Commisaioner of intsrna' 
Revenue: ana me Seor^iy of the Treasury for thpir leview and coniii>."it, 
IRS's Deputy Commissioner tor Services ana Erforcemem f'tovtrio" 
written oommentst wliich expressed apprecialioi' to GAO foi rer.ixjn.oina 
IRS's efforts tQ.csnstder taxpayer burden when t.-nplenieriting processes 
and procadures. Jn Its response to the draft, IRS agreed to incorporats an 
evioence-based assessment of the payment card pilot that includes 
identifying ctearly defined pilot stages and implementing an evaluatton 
plan wifhmeasnrabte gotfs- IRS- stated it will provide s more sletaitec 
response to our recommandations after this report has been rateased. 
These coroments are reprinted in aspsndix V IRS also provded us witti 
technical comments, which we incorporated into the report as 
appropriata Treasury did not provids comments, 


As agreed with your offices, unless you pubiidv announce the contents of 
this report earlier, ..we plan no further distribution until- 30 days-from the 
report- date..; At -that tiitoe,.we wilt se.nd.copies to the Secretary of the 
Treasury, ..the Commissioner of Interhat Revalue, and other interested 
parties; In addition, this report wilt be available at no charge on GAO's 
••vsbsite at http:f.fwww.-gao-.gtia. 

If you or your staff have any questions about this report, pleaad contact 
me at {202; S.12-gH& or by email at mcliguet'Ajao Contact points 
for our Offices of Congressional- Relations and Public Affairs may be 
found on ttio last page of this report. GAO staff who matte key 
contributrons to this report are listec m appendix Vt 



James R. McTIgue, Jr. 
Director, Tax Issues 
StrategiS tssues 
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Appendix I: Objectives, Scope, and 
Methodology 


The objectives of this report are to: (1) describe the characteristics of the 
small business population; (2) describe hovJ characteristics of a small 
business affect compliance burden; (3) describe hov/ Ihs Internal 
Revenue Service (IRS) integrates small business compliance burden 
considerations in decision making; and (4) assess IRS’s plan for 
evaluating its payment card pilot. 

To describe gsr^al characteristics of the small business population such 
as the number of small businesses and total income, we reviewed 
taxpayer data from IRS Statistics of Income (SOI) and studies with 
access to taxpayer data. We reviewed SOI documents about dvSta 
reliability and samplir>g methodology, and interviewed officials in SOI. We 
reviewed reports from researchers at the U.S. Department of Treasury, 
Office of Tax Analysis (OTA). We mtervlew'ed two of the OTA authors 
about their methodology for Identifying the small business population. We 
performed data reliability tests by comparing OTA estimates for all fliers 
against SOI estimates and by comparing OTA estimates for tax year 2007 
and 2010. We found the estimates from researchers at OTA were 
sufficiently reliable for our purposes of describing general characteristics 
of the smalt business population. See appendix II for a rrsore detailed 
discussion 0 ? OTA researchers' methodology and assumptions. 

To describe how characteristics of a small business affect compliance 
burden, we conducted a literature review svhere wa reviewed IRS 
resoarch papers and conference presentations, academic studies, and 
our prior work on taxpayer compliance burden. Ws searched relevant 
databases such as ProQuest, Accounting & Tax, EconUt, ABI/!nfoim, 
Nexis-com, and Tax Notes. We identified and reviewed selected IRS 
studies on tax compliance burden conducted over the last 1 1 years, W'e 
also asked IRS officials from the Research, Analysis, and Statistics (RAS) 
division to identify any additional IRS research assessing small business 
tax compliance burden and post-filing burden. To obtain information 
related to federal small business tax requirements, we reviewed IRS 
taxpayer guidance found on the IRS website including the 2915 tax 
calendar. We interviewed relevant IRS officials to clarify our 
understanding of the research and models, and to verify our analysis. 

To describe how IRS integrates small business compliance burden 
considerations In decision making, we examined IRS's strategic plan and 
relevant goafs and c^jectives related to taxpayer burden. We also 
reviewed IRS's internal Revenue Manual, which outlines, among other 
things, guiding prindples for considering burden reduction. We 
interviewed IRS officials in the Smaf Business and Self-Employed 
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Apcendi* I: ObjcClrves. Scope, and 
Msitliodology 


division {SB;‘SE). RAS, and the Office of Taxpayer Burden Reduction 
about other activities fRS conducts re'aleci to taxpayer burden reduction, 
tools it uses to manage burden reduction efforts, and initiatives ft 
impiemented. tn addition, we interviewed tax practitioners, associations, 
and other liaisons b the small business conimun ty to identify areas 
burden associated with interactions betv/esn IRS and the small business 
community, and discuss v4iat might alleviate burden. We conducted 
unstructured interviews with a non-general^zable sample of 12 
organizations based on their knov^edge of smaii business tax policy 
resulting from historical invoivement and relationships vdth the small 
business community and IRS. We reviewed supporting documentation, 
where available, We selected these organizations to represent a variety 
of perspectives and groups within the smaii business community. 

To assess IRS's plan for evaluating the payment card pilot, we reviewed 
and summarized documentation that included iRS's information 
Reporting and Document Matching Strategic Roadmap; Communication, 
Outreach, and Education Strategic Plan; and IRS internal presentations to 
the IRS Commissioner. We Interviewed iRS officials from SB/SE and 
Office of Compliance Analytics divisions on the pitot to link IRS's test and 
learn approach to defining strategic goafs, evaluation questions, an 
analysis plan, and the ability to track benefits of the pilot efforts. We 
compared these efforts to our guidance on program evaluation design 
and applied criteria adapted from, the guidance to both the overall pilot 
and pilot activities. ’ 

We conducted this performance audit from July 2014 to June 2015 in 
accordance with generally accepted government auditing standards, 
Those standards require that we pfan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectives. We believe that 
the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objectives, 


‘Critsfw -Jvefe rievetoi^d ^otn GAO. Program f i'aluathn: Stratsgiss ro 
AgsnciQS' Ust^of £vakiatkinin Program ¥€>nagsn-\ 0 r>l ar)d PoUcy Making. TwO 

(Washington, D C.: Jane 26. 2013), 3rd Designing E^/ahations: 2012 Ravistan, 
GAO-li ^03G O'Vashinglon. D.C.: J.inuary 2Q12). 
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Appendix II: Description of Methodology and 
Reliability of Data Used to Produce Small 
Business Population Estimates 


For our analysis, we use estimates from researchers at the U.S. 
Department of the Treasury, Office of Tax Malysis (OTA), to describe (he 
charactaiist.'GS of the small business population, such as the number of 
small businesses and total income.’ There are no universally accepted 
criteria for defining the small business popuiatfon. OTA estimates address 
some of the limitations of describing the smail business population using 
estimates based solely on the type of tax return that is filed by excluding 
certain tax returns that may not be actual businesses, Not all tax returns 
that report business income represent business entities with the principal 
purpose to generate revenue or to engage in substantive business 
activihy. For example, some C corporations can serve as investment 
vehicles that engage In little or no business activity. Further, partnerships 
may be created to redistribute profits generated by another partnership 
and may not generate income themselves.^ Filers of Form 1 040, 

Schedule C. may be independent contractors who may more closely 
resemble employees than small businesses. Additionally, rental income 
for some Individuals may bo incidental and not represent business 
activities. Uncertainty vrithin OTA estimates can come from: (1 ) 
assumptions that were made to distinguish small businesses engaged in 
substantial and substantive business activities from other entities that file 
the same tax return; and (2) that the estimates are based on sampled 
taxpayer data and subject to sampling emof. Consequently, results that 
are slightly higher or lower than those reported in this particular analysts 
may be equally valid for describing the numbers of businesses in each 
sut^roup and the size of their incomes, We found the estimates from the 
researchers at OTA were sufficiently reliable for our purposes of 
describing general characteristics of the smail business population, 

Throughout this report. v.'e refer to the estimated number of small 
business filers as the number of small businesses. Using these estimates 


'’Wo uso es!irr»a'.es fram OTA rosoarchers to dosed l>e Ute characteistica of the snail 
bysinnss population. We refer to th.c number of small business filers as the 

number of small businesses. See Ricbarci Prisinsano. Jason DeSacker. John Kitchen. 
Maldtew Knittrf, Susan Nelson, and James Pearco, ‘IdaritiFicalion of Smail Businoasas 
Using Tax Data; 2010 Update" (presented at the 2013 NationaJ Tax Association 's Spring 
Syrtioosium. toy IT, 2013); Oftlce ofTax Analyste. DeaartmQnlof 'J>e Trsasury, Nfat'Tew 
Knittel, Susan Nelson, Jason DoS^icker. Joftn Ki‘,ctien, Janas Pearce, and Richard 
Pfisinzan-o, /Ifeyiod’ctegy fo IdQntify Sma.',i Sus-', messes a.hd Tho'tr Oivners, Technical Paper 
4 (August 2011), 

^GAO, Parif'isrdftips and S CofpQfcti>o,-^$: /RS Weeefs (o I'mprovc InfonmUon Addr&ss 
Tax Ncncomiifiai^S, GAO-14-453 (Washing:on, O.C.: May 14, 2Q14), 
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Appdrdrx M: Oesciiptlon 6t Madiodslagy and 
of Oita Used to ProUhiC* Small 
Bualnftss Population Esliinales 


may uniderstata the number of small businesses where individual 
taxpayers can own multiple small businesses. For example, individuaf 
taxpayers can file multiple schedules to report business activity (profit, 
loss, and supplemental income and loss from rental real estate activity) 
from different lines of business.^ The number of schedules filed is greater 
than the number of Foim 1040 tax returns to which these schedules are 
attached due to some returns having multiple schedules. The total 
income estimates are the sum of all business income reported on tax 
returns. Including gross receipts, rents, dividends, capital gains, royalties, 
and interest.^ Total Income for Schedule E filers is limited to rental real 
estate activity from Pad I of that schedule to avoid attributing income from 
pass-through entitles or from royalties to these businesses. 

The OTA analysis had access to taxpayer data made available by IRS 
Statistics of Income (SOI).® Available data from SOI samples indicate that 
the sampling errors for the total number of filers and total business 
receipts for each type of taxpayer is less than ■*•!- 6 percent at the 95 
percent confidence level. Sampling errors of subpopuiations may be 
liigher where tax returns have been sampled at lower rates. Data were 
not assailable to determine sampling errors for the OTA total income 
measure; hov/ever, business receipts make up such a substantial portion 
of the OTA total Income that wo would not expect the sampling error to be 


^This information is filed on the follovring forms: Schoduias C (Form 1040). f^rofit or Loss 
From Busimss', Schedulo E-Pan I (Form 1040). Suoplomsotal Income and loss, wth 
rental real ostala act-Vity; and Schedule F (Perm lOdO). Profit Of Less From Fa^^^lng. 

■‘An ailorratr-ze approach to estimating (he number of smalt busihesaos is to treat each 
schedu'e attached to Fomi 1040 reiurns as a saperafe businos.^. This altornative 
approach could help inform about the uniquQ burdens assaciateid wlih filing specific 
schedules. For an ox.^mple that taxes a similar approach, see Edith Brasharos, Matthew 
Krattei, Gerald S-lvefstein, and Alexander Yusavago, ‘'Calculating tha Optimal Small 
Business Exempton ThresfioW for a U.S. VAT,' National Tax Journsi vof. 67, no, 2 (June 
2C14): 28,V320. Comparing the me8»odolog!es from Brsshares et ai. and Prisinzano 8t ai. 
apf^ied to Wers of Form 1040 Schedule C in tax year 2G07, the number of qualifying 
Sched-jlGs C filed Is 25.5 mlic^ compared to 2S.1 million tot-at taxpayers filing at least one 
Scfiedulo C. 

^h’ls total income measure serves as a proxy for total business acti’/fty and 5s not the 
same as taxaslo income, to particular, costs of doing business a'e rmt deducted and 
business -ossos ara not used to offset exher types of ir^oome. 

*OTA researchers devefopec sstimates from tax retur-i data from SOI samples and 
applyir^g minimal bushes «ttr-ily tests and other n'ielbadoiog’'03 to identify unique 
business entities. Tt«j methodtXogioa and ossjmptiors used in th^s research aro important 
to cons rier ’Ahan mterprs^ng these data. 
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Appendix 11: Descrif^on of ltfeOM>doiogy end 
Roiiabtiityof Oats Used to Produce Smait 
Business Population Estimates 


significantly greater for the OTAtotal income estimates than it is for the 
SOI estimates for business receipts, For C corporations, S corporations, 
partnerships, and sols proprietorships in 201 D. the OTA number of (iiars 
Is within +/- 2 percent of SOI estimates of the number of fiters.' OTA total 
income estimates are higher (within + 20 percent) of SOI total receipts 
estimates for these filers because OTA's total income measure includes 
types of income other than business receipts. 

The estimates used in this report are based on thousands of returns from 
the 2010 SOI Individual, Corporate, and Partnership Sludies. Although we 
do not kno'iV the exact number of records used for each estimate, the 
Individual sample has 50,464 Form 1040 returns with a Schedule C with a 
sample seleclion amount of less than $10 million and 5,804 Form 1040 
returns with Schedule F but without a Schedule C. The sample selection 
amount is the greater of indexed negative income and Indexed positive 
income. The Corporate sample has 20,085 Form 1120 returns with total 
assets less than S10 million and size of proceeds less than S2.S million 
where proceeds is defined as the larger of the absolute value of net 
income (deficit) or absolute value of cash flow (which Includes net 
income, depreciation, and depletion). The Corporate sample also has 
15,741 Form 1120S returns that have total assets less than $10 million 
and size of proceeds less than S2.5 million. The Partnership sample has 
35,744 returns with total assets or current activity measure less than $10 
million. Current activity measure is the maximum of the absolute value of 
receipts and income/loss. In this situation, receipts is the sum of the net 
receipts, re.ntal income, gross income, portfolio interest incoma, dividend 
interest income, royalty income, and net long-term capital gain/loss. 
Income/loss is the sum of ordinary income, net income, net income from 
the balance sheet, porifolio interest income, royally Income, and net long- 
temi capital gain/loss. 

T able 6 shows SOI estimates for the total number of filers and total 
income by type of tax return for tax year 2010 (as reported by Prlslnzano 


The OTA dala for Scheduie 8 renters diffors from ests’nale.s irt SOi publicly published 
det-a Itibles due to OTA’s liirfitation to only individuals '.vifh rental real estate activity on 
S.cl',odrile E. Part I. The OTA data for Schedule F farmers differs from SOI osti.mates due 
fD the indusion of Individuals fitind F.orni 4335 in addi: on la those flliog Sc-hedules F. 
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A(:)|>or%dtx It: Oescrlptiw of and 

Rsfiabtljly of Dala Used to Produce Smatt 
Bu-tinoss pQpulati<^ Bs&natas 


et al.) * The OTA analysis and Prisinzano et al. apply two tests to exclude 
tax returns fried that do not represent filers that generate substantial 
income or engage In substantp/e business activity. The first test is a de 
minimis activity test that requires taxpayers to report total income or total 
deductions greater than $10,000, or that their sum be greater than 
S 1 5,000. The second test requires total deductions be greater than 
$5,000, which Indicates substantive busyness activity based on expenses 
related to empioyees, Inventories, and investment, among other things. 
The application oF these two tests results in the exclusion of 467 percent 
of the 44.6 million total tax returns, but only 0,6 percent of the total S33.3 
trillion in total income represented by these tax returns,^ 


^Access to SOI micro-feve! data al;ows researchers to Identify populations based on 
characlenstcs of returns a.nd to create unique measures of income. This results in 
studies vvth access to SOt rr-icro-level data repor^ng different values for the same 
taxpayer types. For example. Prisinzano et at, defines trio population of Form 1040, 
Schedule E-Part I landlords using tax roturns that report rental reel estate activity on Part 
I. PuPlicty available SOI data tables estimate the number Form 104,0 filers with Income 
from eSho' rons or royalties. Dospile the different afiproach to identify taxpayers with ftintai 
income, the 2010 Prisinzano et al. esiimals is wiihln -6 percent of the SOI estimate, in 
conliast.lhc Prisinzano el a>. estimate of Form 1040. Schedule F farmers Includes tax 
rolums of farm land o’Aners that filo Form 4835. Fsrm RantB! fneoms and Expertses, The 
ros jiting estimate is v/ithin +25 oarcenl of the SOI ostfmale of Form tC4Q tax fstums with 
Schedule F, The Prlsir^za^no el al. estimalss for the number of S corporafions, 
partnerships, and sols propriGbrshics are tne same as SOI estimate.?, while the Bstimate 
for the nufrberof C corpcfatbtvsi.s within 2 percent of the SOI estimate. 

inherent risk of setting these thresholds is that somo of the tax returns oxciuded from 
the dab may be sinaK bu^nssses cf interasi when considering tax compfiance buixlens. 
Without access to tas^ayer data we cannot assess the efficacy of the de minimis tasl and 
lest for sab^artive business activilies, OTA rcseafctiei's said they performsd sens'tivlty 
tests based on different definitonsof small businesses, wjricli did net imparl their 
findings 
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Appendix tt: D«$cnp*Joii of HteAtxIotogy and 
Roltabilily of Data U9«<( to Produce Smati 
Busineaa Popui^ion Esttmirtea 


Table S: Estimates for tho Total Number of Filers and Total Income by Type of Tax Return for Tax Year 2010 



Number of filers 
(m thoiisancis) 

Percent of All Filers 

Total incomo 
(In bllifons of dollars) 

Percent of Total 
income for Alt Fliers 

SchedulG C Sols Pfijprietors 

A[! filers 

23, DOS 

100 

1.191 

100 

Sma;! businesses 

&,eo5 

42.8 

939 

83,0 

Larger businesses 

3 

0* 

94 

7.9 

Schedule E-F^art i Loncltorcls 

All filers 

10,102 

100 

274 

10(J 

Small businesses 

4,9-14 

48.9 

223 

81,4 

Larger businesses 

0^ 

C‘ 

5 

1,8 

Schedule F Farmers 

AH fi-ers 

2.444 

100 

164 

100 

Small businesses 

1,451 

53.4 

144 

935 

Larger businossos 

0' 

0- 

8 

5.2 

Partnerships 

Ail Riors 

3,243 

100 

5.648 

100 

Small busineasss 

2.39S 

73 8 

1.118 

19,0 

Larger businesses 

70 

22 

4.472 

79,2 

S corporations 

Alt filers 

4.123 

100 

5,844 

10Q 

Small buslnoasos 

3.531 

85.6 

2,287 

39.1 

Largar buslneasea 

84 

2 

3.54B 

60.7 

C corporations 

All fliers 

1.671 

*00 

20,22ft 

100 

Smalt businesses 

1,377 

82,4 

1,133 

s.e 

Larger businosaes 

68 

4 

19.091 

94.4 


S<w;yi 0 A:> »tii*(ysis sr«ist* ycrTRchsJ-dfiisiirM-daUI. of S'-a^Saw-ic-siaslisbij T«0si* t3'CUp<iil8,'!p'«*’.:s<! s:h»23'3J.i«ir»»i'Ta*Aisrciii(l(!i\'l Sp«i»a SYirpAvutv 
lGAr^r5-3n 


Notes: V/a fsfar to the esiimated mjmbnr nf business and small business filers as the numijer of 
businesses and small btsireases. Thsnun'Uar of indivdua! niers wih buscnoss i-wcirie indudas 
taxpayjrs filing muliir»le scfoduios. Small busirosses fop’csurit tux returns that pass ins t%vo testa of 
ths OTA resea'chers and have $10 million or less in both total income anc tctal aadijctkjns. targer 
busir.essas repfeseni tax roturnsthai pass'd^e Uw lasts of the OTA reaearchc's and nave mcra than 
S10 irilliOn kt ailhartotal irtxme Of tolal daductiona Total incomo is uuncra.iy deSne'd as yroas 
foc&iats. rents. divicafKis. capita- gains, rayat’los. and infaresL T«al irccme for Scnadule E fliurs is 
limited to rental real estate activity from Part t of that scnedulc. 

'These '/a U03 are rcunded and dc f»t ecaal zero fi e., the number of filets is Issi shan 50C or ti-e 
prwcBntavie sf toiai f 9-?5 is iass L-an C-OS oorcon? for aach cf these vaiues). 


Using this threshold of $10 midson or less in both total income and total 
deductions, small businesses represent 99 percent of tax returns 


Page SO 


GAO-15-513 Smsil Businesses 





97 


Appendrx li: De4Cf%ition of Melhpctoiogv 
Roliafaiiity of Oata Us«d to Produce Smali 
Buiilr>e^ft Papulation Esfknates 


generating substantial Income and engaged in substantive business 
activities (and more than 95 percent of fax returns for each type of tax 
return). Small businesses account for 1 7.8 percent of the total income for 
these tax returns (and mors than 91 percent of total income for each type 
of individual Her and between 5 and 40 percent of total income for each 
type of corporation and partnership). 

Table 7 shows the OTA small business estimates are consistent across 
the years 2007 and 2010, and are similar to corresponding estimates for 
all filers. In addition to the measurement errors discussed above, OTA 
estimates for these tax years are affected by other factors, including 
changirrg economic conditions. In spite of tlisse factors, small business 
esiimatas for 2010 are within +/- 11 percent of 2007 values for number of 
Hers and v/ilhin +/- 1 8 percent of 2007 values for total income. For each 
type of filer, the percent change from 2007 to 2010 for s.mall businesses 
is similar to the percent change for all filers (the difference in percent 
change is within * 1 - 10 percentage points). We found similar relationships 
for other subpopulations reported within this report. While we do not 
have sampling errors for these estimates, we consider estimates of 
percentages that differ by more than 30 percentage points or totals that 
differ by more that 1 00 percent lobe different. 


■'^For each typeof iiler and tor both number of filers and tptal tnccme. Ihe diffufei'ce In 
percent change from 2007 and 2010 for bdaineases and for all flers is v/hhin +f- J 
percenlaria p-ahts. Thasa diSorences in percem chango for sm.all business eTp;oyors and 
ail fliors am each wthin +/. 12 perconlaga pohnts 
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Appendix ii: Description ofMeUiodtMogy »nd 
R&tiabiiity of Data Used to Proi&4ca $ina]l 
Business PopiiiMion Estimates 


Table 7: Estimates for Total Number of Filars arvd Total Income by Type of Tax Return for Tax Years 2007, 2010 


Number of fliers 
(in thousands) 


Percent 

change 

Total incoma 
{in billions of dollars) 

Percent 

change 


2007 

2010 


2007 

2010 


Schedule C Sole 

Proprietors 

M fliers 

23,128 

23,005 

•0.5 

1.359 

1,191 

-13.0 

Small businesses 

t0,6w9 

9.855 

-7,6 

1,136 

999 

-12 1 

Schedule E-Pa.-: l 

Landlords 

All filers 

9.036 

10.102 

4.8 

253 

274 

5.3 

Small businesses 

4.55?2 

4.944 

7,7 

203 

223 

7,2 

Schedule F Farmers 

A1 fliers 

2,510 

2.444 

-2.6 

133 

154 

15.8 

Small businesses 

t,468 

1.451 

•1.1 

126 

144 

14.3 

Partnerships 

All niars 

3.096 

3.248 

4.9 

e,iC7 

5,646 

-7.5 

Smalt businesses 

2,219 

2.358 

8.1 

1,175 

1,118 

-4.9 

S corporations 

Ai! fliers 

3.990 

4.123 

3.5 

6.317 

5.844 

-7,5 

Smail businosses 

3.4G0 

3.531 

2.1 

2.424 

2,287 

-5.7 

C cctrpofa:iorts 

All filers 

1,865 

1.671 

-10.4 

22,089 

20,223 

•8.4 

Small businesses 

1,555 

1,377 

•11-4 

1.386 

1.133 

-18.3 

Snutfl: GAei Vi4>«i>< nr iil'iU v»ii Dldisrsl Prsin«srfti » 

41 . “tJe liTteSw* cl Sir-v 

BirSlxeNneu Ctn-g Ia« 

Cicra ZC'IO Uoi»je,' (ffnKsrK»Jst'Jni2CI}Malw«( T»ii 

0!)SM41), 


Moto: Wa refs: lo t^s cst.matad numSier cf small business Hors as !h» number of small bu3ir»c6seB. 
TTe ntiT^sr of indi'.-idjal filers v/,ih business iriixifne mcUides iaxpay-^ra fii ng multipio achedales, 
Sm;d! businesses foa^ser.t tax (eljrr.s Iba*. pass thofwo iQStr. of theOTA researchers and haveS'fl 
m-ti-3r or lass r. both total incoma arrf total doe jctians, Total incena is generally defjneri as gross 
moeipifl. rents, dividends, ceaita gaif^s, ?Qyalfi«.s. and Ifilarest. Total ncorrte far Sch.edLla E filers Is 
IknHud to renW real cilat© activdy from Part I d that ir^odule 
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Appendix 111: Additional Information on Small 
Business Compliance Burden 


The figures and tables in this appendix supplement those in the second 
objective providing additional information on small business tax-related 
activities, IRS fcHirden mode! methodology, and results from IRS burden 
models- 


Table 8 provides a detailed description of tax-related activities that may 
create burden for small businesses. These activities are grouped by 
income taxes, emptoyer-retated taxes, and third-party information 
reporting and industry-specific tax activities. 

Table 8: Common Sources of Tax Compliance Burden 

Incoma tax activities 

Filing incone lax rel-arn 

File an annual heeme lax raUwn, Business type {Jstermines wNc-h farm is filed; 

* Sole proprelofs; Form 1040. U S. Ii:divi&ja'. Mco/r.’e fax Return, and Schedule C. Ptofti cr 
Loss from Biisin&ss 

‘ C CorpofHlbns: Form 1120, Corporafib;? fneome Tax Return 

• $ Corporations; Form 1120S. U.S. Income Tax Return feron S Corporation, and Schedule 

K- 1 . Sba.'-e^ic/der's Share of Incamo, Deductions. Crersits, etc. 

. Partnerships; Fonrs 10B5. U.S. Return of Partnership income, and Schedulo K-1. Partner’s 
Shore of Income. Dcductioor., Credits, etc. 

Paying incoma and seif 
ernployment taxes 

Oeposii income and osllmaled seif-e.Tploymerij taxes on a quarterly basis. Enlity type 
dQlo.'ni!r>es which form Is filed, 

• Solo prop/telon>: Form 1040-ES. Estimatod Tax hr hdfviduels 

• C Corporations; Form 1 1 20-VV. estimated Tax for Corporations 

• S Coipofa'jons; Form 1 1 2C-W. estimated Tax for Corporations, and sharaholcters file Form 
1040-ES. £.sf, ’'mated Tox for IndiAduais 

• Individuals in Paririersh ps; Forrri 1 040-ES. Eslimatad Tax for individuals 

Employment tax activities 

Withiiolding and dopoBiihg 'aderai 
orripioymenltax 

Withhold and aeposit employment ta,\ .monthly or sems-wookJy. Employmenl tax liability 
delsTnines which fonn is f.lcd; 

• Report c^artorly the amount of personal income ti^x vdthheld and Federal Insurance 
Contributions Ac: (FlCAJ paid for oaol? emplcyeo on Form 94i . employer’s Quarterly 

Federal Tax Return. 

• Daposit income tax witihekf and FICA taxes either monthly or semi-weekly. 

Roportlng and depositing fedorai 
unsmploymoni tax 

Report annually and aeposit quarterly Federal Uromploymert Tax Act (FUTA) tax. 

Pu.t'i'iijing enpioyoos wkh Form 
W-2 

Provide a copy oi' Form VV-2 'or cafetKlar year 2014, no later than February 2, 2015. 
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Appendix lit: AddHionirt (nforfnatlon en Small 

Businas^ Compliance Surden 

Reporting aoi-j disciosina 

Roporl the fofiowjng infonnatjon r^^ed to relireront plants annually. Number of empfoyecs 

retirement plan information 

datemiines ‘.wrich fern' Is filed: 

• File Form 5500, Annual Re?um.'R§^rj<>f£i7ip/oyea Plan. Must be filed 

eieclronically. 

• if a plan has fewer than 100 panrclpanls, file Form 5500-SF. Shod Form Anmal 
Relurrv'RBport of Smad £mp/oyee Benefit Plan. 

• If there is only <xte participant, fife Fomi S50C-SF eiectronoailv or iho paper-only Form 
55i50-e2. 

Reporting healthcare information 

Report information retated to Fiealtti care as determined by nunihsr of empicyoes anc aitiSy 
type: 

* if filing income tax w^hNjIding, S corporations are the oniy entity that must inciudo the value 
of health insurance benefits in the wagos of S corporaticn empioyoQS who own more than 

2% of the S corporaHcwi (2% shareholders). 

• Beginning in 2016. employers with 50 or more foil-time employees need to file Fo-m 1034- 
C. 7ransn}ittal o! EmployBr-Pmvjpect Health Insurance Offer and Coverage, and Form 

1095-C. Eniptoyer-Pmvidod Health Insurance Offer and Covorago. Employers must prcvldg 
a Form 1095-C 1o each of its fulWime err^loyoes. 

Third-party Informaiion reporting and industry-specific tax activities 

Reporting excise tax 

Some amall fcusineases report applicable excise taxss, sui* as enwiranmental taxes, 
communications taxes, fuel taxes, retail sale of heavy trucks and trailer, luxury taxes on 
passenger cars, and manufacturers' taxes on a ■variety of different products. The type of form 
used depends on Ihe type of amali tjusiness industry and tax: 

• File Form 720, Ovarte.r-'y Fodarsl Excise Tax ReSurn. during AortI, July, October, and 

January. 

. File Fern: 730. Monthly Tax Return for Wagers, and pay the tax on '-vagefs scoaptad during 
the previous month. 

• File Form 2290, Hea’/y Highway Vehicle Use Tax Return, and pay tho tax annually (or more 
h^aquenlly rvehicias are first used during moltiplo months of same year). 

Reporting miscotianoous income 

If required, sotns smai businesses report miscollaneous Income, Roporting doponda on small 
business industp/ mrmber of 1 399-MISC forms: 

• If reporting fewer than 250 1 059-M15C^, submit paper forms which are due to JRS by tho 
end of February, along with a Form 1096, Aanuo/ SiJmms.'y and 7Var?sm?ffa/ of U. S. 
lr}fomatlan Returns. 

• If reporting 250 or moro 1 099-WISCs. submit the forms etactronicaify, Efaotronic 
submissions due a: tho ond of March can bs submtiled through IRS'a Filing Inforraiion 
Returns Electronically system. 

Tax planning and recorciHesping 

Tax planning and record keeping are done throughout tho yoi••i.^ The complexity of these 
actvitiGsean vary by ontily type, number of employees, and tntai as..sgl». Some of the activities 
are as follows 

• Stay current vrt?.h changes trv tax taws and roquirertumls 

• Hifv^ a tax professfortal 
■ Adjust f»' wilhhddings 

• Obtain arxj organize ta.x-related recafos and receipts, including dedjctible expenses 

• f'AjnItor tho progress of your business 

• Prepare your financial statemonta 

• Prepare your lax returns and support items reported on tax roturns 

S3j:':c' iWO SiVJvliS I'J rlS iJcCurraMi. : CiAO ! 5 i 

^3 
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^pertdix HI; ^Iditiortal information on Small 
Susiness Compliance Burden 


Figure 1 2 illustrates s simplified depiction of IRS pre-filing and fifing 
burden models. EssenliaUy. IRS uses the data Fom its compliance 
Purden surveys, combined with data that tRS obtains from Ihe tax returns 
of survey respondents in econometric models. These models estirriate the 
relationship between taxpayer characteristics and reported burden: the 
models can then be used to estimate total compliance burden. 
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Appendix m: Ai£fdlU<»i^ Uiforma^on Small 

Business Comf^lance Burden 


IRS then uses estknates of these relationships in simulation models to 
predict how potenhal IRS administrative decisions, such as those relating 
to tax form design and recordkeeping requirements, may affect taxpayer 
burden. Although suc^ simulation results may provide useful insights, it is 
difficult to assess frie reliability of those results; consequently they should 
be used with caution. We found IRS research estimates were reliable for 
our purposes of obtaining an overview of small business tax compliance 
costs. One difficulty is that to be able to simulate the effect of burden. IRS 
needed to develop a complicated methodology for apportioning aggregate 
burden across all of the different types of pre-fliing and filing activities, 
There are no formal statlstJca; tests to estimate the margins of error 
around the ultimate simulation results. 

The following tables and figure are results horn IRS burden models. The 
data were taken from IRS studies concerning how small business 
characteristics such as size and industry affect small business 
compliance costs. 

• Tables 9 ttirough 1 1 examine the estimated preTliing and filing 
monetized burden per employee, as a percentage of total receipts, 
and as a percentage of total assets. 

• Table 12 provides information on total monetized business 
con^piiance costs by business entity type and total gross receipts 
across ail businesses. 

• Table 13 shews the estimated average pre-filing and filing time and 
money burden by industry, 

• Figure 13 provides the estimated post-filing compliance costs for 
individual filers. 


Table 9: Total MonotJzod Burden per Employee (2Q02] 


Taxpayers Tima and Money Burden Time and Money Burdon 

(thousands) (Time monetlaed at SZS/hr) (Time monetized at S40mf) 





Per employee 


Per employee 



N 

Percentage 

Low 

High 

Low 

High 

All businesses 

7.243 

100% 

$1,346 

$1,453 

51.044 

$2,103 

Number of amployess 

tto5 

5.680 

rs.4% 

$4,308 

$4,746 

$6,233 

$S,861 

6 to 10 

6-62 

S.1% 

$1,307 

$1,365 

$1,604 

$1,952 

1110 15 

310 

4.3% 

S322 

$901 

$1,163 

$1,271 

16 to 2 d 

2G1 

3-6% 

S6?4 

$586 

$9ee 

S9B2 
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Appendix ni: Aiitfi^ona! Information on Smaii 
3u$ii%ess Compitenco Bttfden 


Taxpayers Time and Money Burden Time and Money Burden 

(thousands) (Time monetlted at $25/hr) (Time monetized at $40/hr) 






Per employee 


Per employee 




N 

Percontoge 

Low 

High 

Low 

Nigh 

2S to 50 


204 

2.8% 

S474 

$438 

$684 

$70 1 

More ttuin 30 


12S 

1.7% 

S132 

$191 

$2S1 

S2?4 

&3Lirus: C-sLiif.a al M. S'ljr 


all 


GAOU';.5<3 




Table 10; Total Mortetlzed Burden as a Parcsntage of Total Receipts (20C2) 



Taxpayers 

(thousands) 


Time and Money Burden 
(Time monetized at $25/hr) 

Time and Money Burden 
(Time monetized at $4S.''hf) 




Percentage of receipts 

Percentage of rocaipts 


N Percentage 

Low 

High 

Low 

High 

All businesses 

7.243 

100% 

0.9% 

1 .0% 

1.3% 

1,5% 

Total receipts 

$0 or leas 

895 

12A% 

n.a. 

n.a. 

n.a. 

n.a. 

Less than 310,000 

315 

11.3% 

152.8% 

134.5% 

218,4% 

219.0% 

$10,000 to $20,000 

303 

4 2% 

31,6% 

32.6% 

46.5% 

47.5% 

$20,000 (0 $50,000 

677 

9.3% 

17.3% 

18.6% 

25.4% 

2B.9% 

$50,000 to $100,000 

715 

9,9% 

9.3% 

10,3% 

13.6% 

15.9% 

$100,000 to $.500,000 

2,029 

23,0% 

3.2% 

3,3% 

4.6% 

4,8% 

SSOO.fWOtoSI iniiiion 

705 

9,7% 

1.3% 

1.4% 

1.9% 

1.9% 

Ov»r $1 million 

1,104 

15,2% 

0.3% 

0.3% 

C'.4% 

0.5% 

S'juce: Osrnci CeliiR* >ii at , 

> Ssfuraai-al Srai;; fi<ir.<n«9«iT»p«>'5i 

Hi 

HHBHHH 




Table 11; Total Monetized Burden as a Porcontage of Total Assets, by Asset Size (2002) 


taxpayers Time and Money Burden Time and Money Burden 

(thousands) (Time monetized at $25i'hf} (Time monetized at $40i'hr) 


Percentage of assets Percentage of assets 




N Percentage 


Low High 


Low High 

Alt businesses 

7.243 

100% 

1.60% 

1.30% 

2.4% 

2.6% 

Total assets 

$0 or less 

1.394 

19.?% 

n.a. 

n.a. 

n.a. 

ri.a. 

less than $10,000 

S72 

12.0% 

146,6% 

178.35% 

213.6% 

259 1% 

$10,000 tC3 $20,000 

399 

5 5% 

33.3% 

39.3% 

64,4% 

55.6% 

$2O.GO0 to $50,000 

783 

10-8% 

19,6% 

22 2% 

28,3% 

32,2% 

Ss'iO.OOO to $100,000 

780 

10,8% 

9.3% 

10 2% 

14.1% 

14.5%, 

SIQO.C-OO to $500,000 

1„634 

23,3% 

3.6% 

3.7% 

5.3% 

6.4% 
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Appendix IMi Addiitona! Infi^niiitlon on Sm^! 
Susiness Compliando Bifi’den 


Taxpayers Time and Money Burden Time and Money Burden 

thousands) <Time monetized at S25/hf} (Time monetized at $4a/hr) 





Percentage of assets 

Percentage of assets 


N Percentage 


Low High 


Low High 

SoOO.C-QO to $1 motion S15 

7.1% 

1.3% 

1.4% 

1 .8% 

1,9% 

Over Si million 616 

11.3% 

0.4% 

0.5% 

0,6% 

0 ?% 


:( S.-'iallfius'isao 





Tabla 12; Business Income Tax Compliance Costs by Size of Receipts, Using a Variablo Moderation Rats (2009) 


Total Receipts (Miliions) 

C Corporations 

S Corporations 

Partnerships 

AH 

Average Compliance Costs (S) 

OtoG.tO 

4 700 

3.9C0 

6.7Q0 

5,300 

010 to 1 

13000 

9.80C 

18.100 

12.50D 

1 to 1C. 

35700 

27,600 

43.500 

34.0C0 

10to50Q 

137,800 

39.e00 

134.600 

128.20C 

500 and mare 


5‘;;4.K)o 

645.300 

923,400 

All receipt sizes 



13,400 

11,600 

Total Compliance Costs ($ Bliiions) 

0 to 0.10 

3.7 

7,9 

14.2 

25,9 

0.10 to 1 

8.8 

16,6 

14,9 

40,3 

1 to 10 

6.9 

90 

8.7 

25,1 

to to 500 

42 

22 

4.3 

10.7 

500 and more 

t.7 

C.O* 

0.4 

2,1 

Ail receipt sizes 

25.3 

36-3 

42.G 

104.1 

SdiifUB, i8;issrtiry Mwsutiii !il at., 'Viatin: ritm ,in .1 r^in-| l<4n'wC.>»ts.' iKr* .Vo 




■“Tax rximpliance cost i 

s less trian $50 tnill'an. 



Table 13: Estimated Average Small Business Pre-Filing and Filing Time and Money Burden by Industry (2002) 


Taxpayers 

(thousands) 

Average time burden 
(hours) 

Average money burden 
(dollars) 



Low High Low 

High 

A!! business industry 

7.243 

<3S 25« $2,068 

$2,226' 

Agrtcultarfj, toresiry, and fisheres 

314 

180 1S4 S 1,480 

$■! .550 

Mining and Utiliiiss 

53 

196 210 $1,503 

$1,506 

Construction 

644 

312 $2,202 

$2 558 

Manufacturiny 

323 

304 310 $2,740 

$2,813 

Wholesafe trada 

334 

279 3 

2 $2,306 

$2,647 

Raiail trade 

734 

-325 33! S2.G33 

$2,2CS 
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Appendix ttl; AtUWped Irif^maneo on Smaii 
Business Compliance SiirdaR 



Taxpayers 

(thousands) 

Average time burden 
(hours) 

Average money burden 
(dollars) 


Low 

High 

Low 

High 

Tfanspo^lalfon and wa^^hoysing 

163 

233 

284 

$2,371 

$2,465 

Professional and scientific 

1,357 

200 

206 

$2,172 

$2,222 

Finance, insurance and real estate 

1.946 

196 

219 

$2172 

$2,480 

Education and health 

394 

217 

220 

$2,128 

$2,225 

Arts and enterteiinmenl 

798 

254 

2S9 

$T,4S3 

$1,686 

industry n.e.c* 

182 

180 

444 

$1,666 

$1,674 


SsurtM). CsUr’s.^ss fli'£<-niillHun>i<ei«Ta.<|Kt><rOan«l^lftjQi(ii«n,’MS.<iisr«e.*t&J«Br«»tt;:»e^i.}GAD-tS-5n 

*n.a£. as not elsewtwm c-iass^lted 


Figure 13t Estimated Post-Filing Compiiance Costs by Odginating FuncUon for Individual Filers (2011) 


Case type 

Average compliance 
cost 

Median compliance 
cost 

: Total number 
of cases 

Total compliance costs 

Automated underraport^r (At/fl) 


jsKl 

3.867000 

|$aaf.aw.6(Xi 

Affwclea 

PI" 3450 '■ 

j«i»: 

1. 188, 000 

' ] SS2«,(!<I0,W0, 

CaUecfton 

Cl®-'® 

|jlM 

5 SeS.OW 

' ,^'^M83*.WCi:tlOO 

■ Exairr'Corfespowfefice. 


|si&a ! 

823000 

11 S424.1!ao.0W: 

''Exam: Ftald 

mwi 

Psswc 

137.000 

l^'ssss.aottoo? 

\ Exam" Ofl'ca 

[ J Ji 19S 

i6«, 

137.000 

|]S2S7,0»J,0W 

f Tnial 

1 1S47C 

fs.33 

i, 11.977000 



ttntir'w Jsiti ijiiviBk'' !tivi ♦»» v,t'>-T;h!i''w '..ciks'M’Ks PiM’-F iSajof 
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Appendix IV: Selected Open GAO 
Recommendations to IRS That May Affect 
Small Business Taxpayer Burden 


Benefit to Small 

Businesses Open recommendations Status 


Improving telephone 
ser/iCG lowers compiian::e 
bydens Tor taxpayers, 
i'lc'uding smai: business 
taxpayers. Batter 
management of IRS risks 
and reso-jrces would 
benefit ail taxpayers, 
Including sma^l buainossos 
that may need and use 
these sarvicss mc-rs often, 


Tho Con'missscner of the Internal Rcvorue shoiJd direct 
the appropriate officials to take the foUcwang three 
actions: 

(1) Systematically and poffodkjaBy sorripara its telephone 
sen/!ce to the best in business to tdentily gaps beween 
actual and desired performance. 

(2) Include spsdno ctHnterrneastres cr optkms jn risk 
managanent plans that could guide a response when an 
adverse event occurs. 

(3) Develop outcomes that a«^ measumbie and pi'ans to 
anaf'/iie service changes that aRow vafd conclusions to 
be drawr^ so that hfornaticn be cwveyed to 
Congrass, IRS managrtme”!. and ethers ahout the 
effectiveness of IRS's servxe changes and impact on 
taxpayers. 

Report: Tax FUing Seasoe; 20J4 Porfor/Tjsnca Highlights 
(he Weed to BotJsr Mansgs Taxaaysr Sorvico a/>j Future 
Risks, GAO- ‘15-163 fvVashincion. D.C.: Dec 16. 2Q14). 


(1) IRS disagreed with this recommendation, 
nottrp irt February 2015 tiiat iUs difficult to 
idontify con-parsbie orgamzations 'Ahth a size 
or scope simitar to that of the !RS to identify 
performance gaps, and that such elorts 
would net yield improved results over the 
benchmarking process currsnty used by IRS. 
VVe disagi^Q that IRS's tsiephone operationa 
cannot pe compared tn others. We beliovo 
this recommendation remains valid and 
should bs implemented. 


(2} IRS agreed with this recomrnerdation 
and, in February 2015, reported it has already 
included specific coantormeasures or options 
in risk management plans for those risks 
rank- 2 d highest in likelihood and impact. IRS 
also reported it cpnsiders such efforts to be 
engeimj as it develops new ri.sk management 
plans over time. 


Bettor focusing IRS's 
measures, goals, and 
objectives could Incroase 
identification of select 
nontwmpfifir^t small 
businesses and decrease 
the burden on ocimpliant 
taxpayers aliowirtg tl’rom to 
beltar use their scares 
resources, 


TrackI.hg and documerding 
data can help IRS iTako 
bettsr decisions concb.ming 
the correspondence audit 
progresm. This vdli help IRS 
know if the program is 
gfftciont and frfective, This 
can also ho’p IR3 
dotormino whether its 


(31 IRS agreed wtth this rpcominendation 
arid, in February 2015, reported it is 
devetopirg outooms measuros and ptiins (or 
analysis to ido.ntif',r and report on the cffoct of 
service changes during the 201 5 filing 
season. IRS also repoRcd U anticipates 
com,piotirg Ibis analysis by the end of fiscal 
year 2D15. 

To redi,iC3 the need for taxpayer calls, ensure that IRS is 
providing taxpayers wth moro raaiistic time frames on 
whqn IRS will fesftond. and moro cTicienOy use IRS 
resourcQS, the Commisikmerof the Intamai Revenue 
Service sliouid; 

(1) Collect data toant^yro whether IRS is fespoiKi'ng 
wdnir^ !!^e time frames cited in thn revised audit notices, 

(2) !? IRS delays a'e ccnlinuirg. further revise the ncttces 
to provide more rea'islic response limos based on the 
data and take other appropriate actions to ensure 
efficient use o' IRS tax examiner resourcos. 

To clarify me desired results cf the cotrespondonce audit 
presjram and its linkages to IRS-wxle activiUos, thrf> 

Corrmiissioner of the Internal Rsve-nus Service should. 

(3) EstatsHsh fonnai program objoctives. 

Ensure that the program measu'es reflect those 

objectives. 

(5) Clearly link those .moa sure a with stroteqic IR S-wide 


According to IRS officials; 

(1) CorresfKjndence audit pro-gram officials 
analyzed fiscal years 2Ot2-2015 data to 
provide a monthly breakdown of the volumes 
ot t3.<payor corresjiondencB workori in less or 
nors than 75 days, Supporting 
dooumentaton from IRS is pending, 

(2) Analysis of fowl years 2012-2015 data on 
vofumos of taxpayer correspondonce worked 
in toss orntora than 75 days tod 
cor.'espondencc audit program to conefudo 
they needed to provide taxpayers bettor 
information on expactod raspcr.se timoiir^nss 
by rottee and telechoro. Officials said they 
imptomaried revised aulomat&d phor.e 
messages in January 2015. Also, program 
ofScials docidad to change rotcos to allow 
individual correspondence audi; campuses to 
enter a custofnized response caro haserl cn 
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Appendix (V: ^en GAO 

Recommmdations to IRS Tttsrt May Affect 
Small Business Tswpayer Burden 


Benefit to Small 
Businesses 

docisions have a 
disproDosUona;© or 
negative impact oi small 
businesses. 


Ensuring an e-fective 
investment of resources wi'l 
help IRS iden'Jfy expected 
benefits and track whether 
the benefits v^cre achiovod. 
These efforts will help to 
balance the etiocation of 
resources hehvee.n 
providing taxpayers 
telophono assistance and 
reviewing Iheir 
correspondence. This could 
be particuiariy important for 
small businesses sines this 
taxpayer group may need 
or use mora of IRB’s 
resources 


Open recommendations 

goals bri ensuring conpiianco In a «>st-effecli¥e way 
while mirimizing taxpayer burden. 


'^0 belter ir^form de^css ens botng inade about the 
correspondence aud^l program, the Commissionef of the 
internal Revenue Senates should' 

(S) Documont how the decisions are to be made about 
the correspondence audit program using performance 
information. 

(7) Track and use other pfogram data that have r^ot been 
used to pravide more complete perfcwmance information, 
such as laxoayer burden a»x} experience. 

To bettor ensure on offestive investment of rosouroGS in 
the CofrespondencB AssG3.s.Tssnt Program (CEAP) 
efforts, the Commiasbner of the Intamat Revenue 
Sen/ir.© should: 

{3) Claaly docun’ianl Ihs inli^ided herefts of ongaieg 
ef^rts to address ideitiTod problems, ard the process 
for measuring and tracking actual benefits. 

(9) Devsiop a plan a^-d bmeline for ifnc^amerillfig She 
CEAP contractor's reconnnerdaliohs on posaibln ways 
to impreve the (a) soloctirMi of corresporder^ce aud t 
workload and (b) ^localion cf resources between 
providing te'ephone assistance and reviewing taxpayer 
corrosponriDncf). 

Report; !RS Corr&spandaiKif Audits: Bettor 
MonogomoM Coufet ImprO'/e Tsx (Jomp'ioncc ood 
Reduce Taxpayer Burden. GAD-14-4/V (‘I'Vashingtcn, 
D,C.: June 6, 2C14). 


rht.3 could strea.mhno tho 
process for entering 
insifiilfnenl agrsenen ts 


Tho Co-T.missione' of Irilernaf Raven jo shoul-d dav^lop a 
set of sfaidard zod accfiunl entries an-d etiminate 
unnecessary red..ndan cy when enteri-ig in stail.Tiont 


Status 

thcsf respective inventory seveTs a! Eh© time 
nofees era sent. Tfie notices are expected to 
be available and imp'amented in January 
2015 after necessary progran-. updates. 
Suppertnp ciccumanration from IRS is 
pending. 

(3) through (5) IRS wiil reviev^' current 
documentation and ensure there is a clear 
link establishing the correspendsne© audit 
srogram objectives and measures with the 
overall IRS goais and objectives.. Orticiais 
also said tho/ will update official guidance as 
warranted. Actions on these three 
reco-mmendatjoria are due by March 201S. 
Siippgrting dccumeniaMon on limofraines for 
spscrRc actions reialsd lo these 
recommendaeon-s is psndirg, 

{6) IRS v/iii thoroughly document the original 
piar development process. Action on this 
recornmendaCori is due fa/ March 2016, 
Supporting clccumenEatinn nn tineframca for 
specific actions related to these 
recommendations is pending. 

(7) IRS will evaluate the methodology used In 
sovorai ©xisling studies to determine the most 
productive use of collectability data. Officials 
also said IRS will avaluala tfi© feasibility of 
collecting and using additional data. Action on 
this recommendation is due by March 2016.. 
Suppoftlng dc-cumenUtlion on Smeframea for 
spaoific actions related to these 
foccmmcndaiions is pending. 

(8) IRS will document the expected benofits 
cf ongoing changes. Action on this 
recommendation is due by Juno 2016. 
Supporting documentatlcn on timeframes for 
$fiec-fio actions rotated to those 
.'©ccrrwiiendaliof's is pending. 

(9) IRS wi’i conti.nue to pursue efforts with 
rosoarch functions to further improve 
workload selection and maximize resource 
usage. Action cn this reconimendaticn is due 
ay June 2016. Supporting documontalion or^ 
timefrantes for specfHc actions related to 
thase rscrmimendations is pendi.ng. 

IRS agreed that adopting stnrrteaiizsd 
account entries, as we rccomftiGi-.ded in 
Di;c>jfrbe r 2013 , ha.s cerrerits Ho wuvfjr, 
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Appendix IV: 5i^la«l«d 0|»n GAO 
Recommendations to !RS Thai J!3ay Affect 
Smah Business Taxpayer Swden 


Benefit to Small 

Businesses Open recommendations Status 


These efncierxiss could 
reduce compl ance burdens 
of taxpayers, ^nclud ng 
small business taxpayers 
ay decroasifig llm time it 
takes IRS tc handle 
ms'.alimsnl aoreerrie.'U 


agroemcst data i“to acdounts- 


Report: fax Fiiing Sesson; IRS io Do Wore 

fo Adiiress fh© GfOivingF Imb^sncs between ffj© Oemencf 
hr Services aed Rbsoui'cs^, (3AO-t4 133 fWashingion. 
D,C:De<: 18. 20'3j. 


cases. 


since the agency changed its install 
agreement program, it has doadad to 
evaluate taose changes before expioring 
whether adopting our recorrmsndation %vil! 
V'-eldfricroascd efficiencies and iavvc' costs 
•*thogl adversely impactinc fa;< 
adrrjnisiratiori, {RS officials Slated thay "wfil 
provide a status update in October 20*5. 


This cuuld provide easier 
access to itiforma-ion and 
could rcduco taxpayer 
burden, including for small 
busoessss. by onabiing 
examiners to find critical 
data atK! documents 
cuicker during the 
examinaltcn 


To incraase toe eflectivcdess of IRS's examinations of 
ifidividua! ia:< returns the Cemmiss^nsr of tt-o Intornai 
Revenue Scrvica should: 

(t) Transcribe cata from pape'-ftted Form 1040 
Schedules C and E that are currently Uanscriiied and 
make those data availabie to Sma'^ Business anc Self- 
Employed division (Sa-'SE) examiners for classificaton. !f 
IRS has evidence dial toe costs rafated to trartscribing ail 
SMpti data on Schecutos C and E arc prohibitive. IKS 
codd do one cr both of the following actions; (a) 
transcribe less data by transcribirg wiiy the frtssirg oeta 
for selected line items, such as certain, large expense 
line stems; o* {b> dovetop a tHrfge: proposal to ferd an 
initiative for transcribing Schedule Canri E 

(2) Make at- data collected ^oo' « ^’.rorticaly suemitted 
Form 1040s avarabie to examiners conduct-ng 
classification. 


As of March 2015. IRS ag.reed to study 

(1) »-eihe- lo incraass data transcription of 
additional lax return inforoistion as GAO 
reccmmefidsd in May 2013. The agency also 
agread to study whether to use more data 
from eiectronica'ly-fited returns. tRS's study is 
scfiediilec to be completed by November 
2C'1 5, afKi is expectsd to vreigh the faenefits to 
the agency and the impacts on taxpayers who 
file returns GlccTronicaily. 

(2) expanding the use of etectfohic data to 
enhsncH rotum ciassificafoh vrldle weighing 
the benefits of im:r<53sed information against 
the risks cf polonlial snpacls lo Qloclronii; 
firing 


Report; Tux A<ffnin<straiicn: iRS Cou.'d fmorc/e 
Examinations by Adopting Certain Research Program 
Practices, GAO' t i-4&0 tWashingten. D C.: Way 24. 
2013) 


Impro'/ing teiephano and 
correspondence services, 
decreasing wait bms. and 
enhancing faxpaye" 
contacts lowers compliance 
burdens for faxpayera, 
including small businesses 
that may need anc use 
tltesfl services mo-e ohen. 


The Commis^yrief of Imer-at Revenue should; 


Report: 2Gf2 Tax Fi/toy IRS Faces Oi^ngss 
FroviQirrg Sorvice ic Taxpayors and Could Co.ffect 
63.'ance3 Da© More Bffecth/oly. GAO 13- 150 
{Wash ngbn, D.Q.: Drto 18,2312). 


(f ) IRS has taken steps to modify setvtces 
provided to taxpayers, but has nol yet 
rieveieped a strategy outlining IRS's cusloner 
service goals. 

(2j IRS agreed wun our December 201 2 
recommendation to pilot more risk-based 
approaches for cortacimg taxpayers who 
have a oaianca due. However, IRS has 
reported that because that project was no: 
funded, it u-sed ar altomative model to 
conduct anaiyais. IRS implQ.mented its 
updated model in fate Apnl 2S14. in October 
2014. IRS repodsd that bettor (more 
prcdjctivc) cases will be assignsd to select 
wxjrk streams. Further, in ua.nuary 20'S, IRS 
nffiesa’s saic they will b© pvacir-g revised 
n’oclnts into production in, fiscal year 20 1 5 


{1} Outline a strategy that defines appropriate tcvols cf 
telephone and corresporidenca sen^ito aid wail tirre. 
and tiste specific steps to manage sorvice based cn an 
assBssmeniof timo frames, demanc. cacab.RiBs. and 
rasourcea, 

(2) Tailor appropriate and timely interventions with 
taxpayers who file balacice duo returns by pi ot testing 
risk-based approaches that could include (a) 
implementing too Advnrx;ecJ ConaoJ clated Data Ara.yiics 
plan, and (b) using mere data-driven methods to ider^lify 
the mes; appropriate- rneaiud for contartiiig a ia.xpay5r. 


Pag* 62 


GAO-1S-513 Small Busincssas 



109 


Apponcifx IV; Selected Open GAO 

Recommendadons to iFtS That May Affect 

Smatf Business Taxpayer Burden 

BeneHt to Small 
Businesses 

Open recommendations 

Status 

This could help IRS batter 
use its resources fof 
examinatJons thata-e 
neerfed and justified. This 
would minirTii 2 e the 
chances of a con'pliant 
small business being 
subjectad to an 
urnecessary oxam. 

To help ensure that tRS uses its examsiation resources 
offidontsy, the Comniisstorer of the internaf Raverua 
Service should: 

<1) Document antianaiyie »Jie re^ts of examinations 
ifVvoiving the Smi^l Employer HeaHn fn^rance Tax 

Credit to ideritify howrruen of Ihose results are related to 
the credit versus other tax issues fcteing examteod, what 
erro;^ are bemg made in claimteg flie Cfedit and when 
the Qxaminatiorts cf the credit are worth the resource 
investment. 

(1} As Of Octobe.' 20U, SB/5E analyzed a 
s:atlsti(?al sample of 201Q oxaminaNon results 
for tho Small Enipfovyr Health Insurarice Tax 
Credit- As a result of the research, S3'SE 
conduced that the findings do not justify 
selecting a specific number of returns for 
exa.Tinatiof\ with tho Credit as the primary 
Issue. Instead, they will klenlify issues as part 
of tha norrr.a! classification process, and 
prepare guidelines for eJassififS.'^ to reference 
whsn seiecling returns for examination. 


(2) Related to the above analysis of examiratiofs results 
on the credit, identfy ttre types of amors witti the crectl 
that cuuld be addressed with ^ternative approaches, 
such as soft notices. 

Report: SmaU Employer Tax Credit: Factors 

Contnbuting to Low Use and Coinpisxily. GAO- 12 54S 
<V/33hingion. D.C.: Way 14. 2012). 

(2) As of October 2014, IRS told us that Math 
Error Authority, fully implemantad tn January 
2C-14, addresses many of the corrimon errors 
claiming the Credit. Therefore, there is not an 
trnmediate need for alternative spproacht^S, 
such as soft notices- i-lowH'/er, IRS will still 
consider alternatives. 


Qfid straiegsas (o pfan ant,i 
gaugo progress in 
enhancing taxpayer 
assistance can help IRS 
rietermsne where ft coutc 
Improvo aatv.s:^ dali'/ery. 
TMa co-jid lead to overaii 
taxpayer burden reduction, 
inciudlng for smaii 
businesses. 


sl’ouiiJ: 

ft) Dovoiop & new refund Incliness rnsasure and g-oal to 
more approphatoly reflect current capabilities. 

(2) Complete an Intemrst istralegy that (a) provides a 
justificalior for the fmplemonL^lion of online self-scp/ioo 
tools, and indudes an asscssrr.ent cf providing onliro 
solf-sorvico tools that a low taxpayers u> access acd 
update elements of their account cnlino; (b) 
acknowledges the cost and benefits to taxpayers cf new 
online services; (c) sals the time frame for when the 
online service would oc creatad and available 'or 
taxpayer use; end (d) Includes a pign to update the 
svatogy poriodicayy. 


develop a rew refund tmoliness rreasuro. 
Ho'wever, RS has taken stops to identify the 
number of d»ys it lakes to issue a refund in 
addition to the percentage of rofunris received 
in daily increments from 5 to GO days. 

(2) IRS has made progress in Improving Its 
Internet online services straieciy, In 
Soptomher 2012, IRS provided us with an 
updstod version of that stretegy. However, 
IRS still noQds to take a number of steps to 
TTore fully develop its long-term online 
strategy. As of February 2015, IRS officials 
reported that It does not have a separate 
online services strategy. 


Sharing expected m^ease 
dates for Infornaticn 
Raporihg and Document 
Mafiagament tlRDM] 
regulations and formal 
guidance will improve 
ImpSemontalion of cost 
basis and transaction 

setttenient fecortlm^ 
IROM's components 
i-'tcluds aspects of other 


Report: 26' f ? Tax Filing: Process'hj Gams, bui 
Taxpay&r AssisSanca Could Ba Enhanced by Wore Salf- 
SsrWea Toofs, GAO- 12- 176 {Wastunsten, D.C.: Doc. 15, 
2011 ). 

To improve implofnentalon of cost basis and trans-action 
settlement reporting, the Commissicaier of the Internal 
Revsn;.,e Service should; 

Work with Treasury to shara wilfi the fxjblic its plans and 
expected release dates for IRDW regudations arid fo.'mai 
guidance. IRS coutd considof kiclwi^ information 
similar to what Is posed on tho Dep^tment of 
Transporlation’s or ifie Fira.ncial Industry Regulatory- 
Authority Web sites. IRS should also hclude other 
perfment informaion regarding IRDVt irT^lemaotation, 
auch as uscominq inrormal ouidance. froqu^M ^y S.3ked_ _ 


As of June 2014, th.e IRS web page on 
information reporiirvg does not provide 
information on upcoming informa'dn 
guidoncQ, upcoming outreach, ora 
description of tho private letter ruling process. 
IRS ofriciais said information on letter rulings 
is found elsewhere on ww'w.irs gov, 
Rega.-^ing coordination with ’he Dep.arlniert 
cf the i roasury on sharing potential release 
dates for rsgjlaticns and formal guidafice, 
iRS did not provido any evidence of this 
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Appont^x IV: Seiecteij Op«n GAO 
Recornmcridalions to IRS That May Affect 
Stnali Bu»neas Taxpayer Surdeti 


Bansflt to Small 

Buslnasses Open recommendations 

systems and pilots that questions upcoming outreach, aid of ihi 

administer programs ietter pjting pmoess. 

focus^Ki on small 
businesses. 

Report; Information Ropaiing: fRS Coutd in^yo\/Q Cost 
Bssis snd Tra-nsaefton Setf/emenf f^podhg 
tmp}om$nt${!on. GAO-l t-SS? (V*/a^n3ton. D.C.: May 
19, 2011),. 


Improving telephone and 
corraspondonce service,? 
lowers ccmDiiance burdens 
for taxpayers, including 
smst; businesses that may 
need and use these 
services more often. 


To gain efficiencies and imp.mve taxpayer servfoe. tfie 
Commissioner of Internal Revenue should direct the 
appropriate oflcials to: 

(1) D^tennine a cusiomo? sondtje telephone standard, 
and the 'a,sou«j6S required to achio^ tWs standard 
based on input from Congress and other stakeholders. 


(2) Assess business units' needs for hcrfdir.g Ccntact 
Analytics calls beyond 45 days and store calls for this 
period or dDCument that the costs of do'ng so exceed tho 
bene-ts. 


(3) Establish a parforrnar^ce mcasuro for taxpayer 
corresoonconca stiduij8,s pro'/iding dmaly sen/ice to 
taxpayers. 

Report; 2010 Tax Season; SRS’s Porforrnanco 
ImprovQd m Soma Key Arsas. but Ef^cioncy Gains Are 
Possibfe in Others. GAO-1 1- 1 M (Washington. D.C.; 
DflS. 16. 2010). 


Status 

coorcSnatiCn. Hc'wevsr. IRS officials said they 
share with externa! stakeholders li^s general 
timQfra.mes for upcoming guidance. 


As of August 2014, IRS’s position 
remamad that its meftsure of toiophore 
service docs not need !o be revisod and the 
Current process for establishing IRS 
tetephorie plans is sufficient. However, wa 
continue to beHe've that a telephone standard 
'AouW serve as a means of coinmunicaling to 
CofTgrass and others what IRS believes 
woutd constitute good ssn-rice. 


(2) SRS disagreed with Siis recommemJatloa 
As of August 2014, !RS officials continue to 
maintain that increasing the recorded call 
storage beyond 45 days would not be a low 
cost effort However, we continue to believe 
that storing calls for extended periods would 
allow IRS to bottcr identify trends and 
taxpayer concerns, thus offselting the («st8, 

(3) IRS agreed with this recommandaiion and 
started using more detailed performa.nco 
moasures that includes an 
overaged/ltmelincss measure far its 
correspondence beginnihg in fiscal year 
2011 . However, In April 2014, v/e reported 
that overaged correspondence inoreased 
frem 25 to 47 percent; thus, w® continue to 
boHove that elevating (his moasune to IRS’s 
suite of balancad measures woufd help 
provide more visibility and ultmstoly bolter 
se.^'lce. 
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Appendix iV: Sheeted Open GAO 
RecomFnend^tlsns to IRS That May Affeet 
SmaK Business Taxpayer Burden 


Benefit to Small 

Businesses Open rocommendalions Status 


(1) It v/ii! allow IRS to 
develop a cosc-feffective 
strategy to idontify payers 
that never submit 1099- 
MISCs. This could a Isviate 
the burden on ccmpliani 
taxpayers, mciuding small 
businesses. 


(2) By knowing more about 
these cnaractoristics IRS 
can develop more effective 
straisoiestoincrcasQ 1099- 
MlSC submissions. This 
could also a.'isviate the 
burden on compliant 
taxpayers, including small 
buslnesses- 


Ta gauge the axi^nl of 1099-IWISC payer TOncerr^iance 
and Its contfibuiiofi to the tax gap, we reoommend that 
tha Commissionor of 'h>e iotamai Ftevenue Service, as 
.cart of future research stutfes: 

{1) Develop an estimate Of 1099-MISC payer 
noncompltance. 


(2} Determine the nature and diarac^eii^ca of those 
payers that do not comply wfdi 1009-^tlSC reporting 
requiren-ents so that this i.nfDrmatk»n can be factored int-; 
an iRS-wtde strategy fry increasing 1{>93-ls4ISC payor 
compliancQ. 


Report: Tax Gap. IRS Cc?u^ Do klars to Pivmoi^ 
Complhwc^ by Third P&rihs ivith f^sceHymoas Incoms 
RapoiVog R^quirernttofs. QAO-09-23a fA'ashington, 
0,C.: Jan, 2a, 2009}. 


{1 } According ta IRS. devoioolng such an 
estimate requiros a mulli-pronged approach 
and a targe amount of coordinated effert, As 
of September 2014, IRS esdnates results will 
be available in Oocsmber 2015. 


(2} IRS researchers are collecting data on 
1099-WiSC reporting as part of its National 
Research Program study on employment 
taxaa, a prog.'am that involves examinations 
of a sample of taxTetu-ms expected to 
culminate in 29iS. As of September 2D14, 
IRS esiimates results will be available in 
Dec8.mb0r2O15. 


Srtuft;*; CuVO anilya.i(T'?rtiif wvnfls. I <5>'V0‘ 
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Testimony of 
Donald T. Williamson 
Kogod Eminent Professor of Taxation 
Howard S. Dvorkin Faculty Fellow 
Executive Director, Kogod Tax Policy Center 
Kogod School of Business 
American University 
Washington, D.C. 

Committee on Small Business 
United States House of Representatives 

Hearing on 

“How Tax Compliance Obligations 
Hinder Small Business Growth” 

July 22, 2015 


Chairman Graves, Ranking Member Velazquez and Members of 
the Committee, thank you for the opportunity to testify on the need 
to alleviate the federal tax compliance costs on small business. 

My name is Don Williamson and I am a professor of taxation at 
American University’s Kogod School of Business where for the past 
thirty years I have been the Director of the School’s Masters in 
Taxation degree program. The MST program at American Univer- 
sity offers graduate courses in federal taxation to CPAs, experi- 
enced accountants, attorneys and others who wish to expand their 
knowledge of our nation’s tax law. Our course offerings not only in- 
clude traditional classes in subject areas such as the taxation of 
corporations and partnerships, international taxation and tax pol- 
icy but also more specialized areas of the tax law such IRS practice 
and procedure that address the compliance issues of this hearing. 

In addition, for the past 25 years I have had my own tax prepa- 
ration and tax planning practice, LaMonaca & Williamson, CPAs, 
in Falls Church, Virginia. In my professional practice I prepare 
many tax returns for small businesses and represent taxpayers 
daily before the IRS examination and collection divisions. 
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I. Emerging Entrepreneurs and the Kogod Tax Policy 

Center 


As part of my responsibilities at American University, I am also 
the Executive Director of the Kogod Tax Policy Center which con- 
ducts nonpartisan research on tax issues affecting small business 
and entrepreneurs. The Center develops and analyzes proposed so- 
lutions to tax-related problems faced by small business and pro- 
motes public dialogue concerning tax issues critical to small busi- 
nesses. 

Currently, the Center is focused on developing research on the 
tax and compliance issues impacting “Emerging Entrepreneurs,” 
who are America’s latest iteration of small business owners. 
Emerging Entrepreneurs are the workers who are powering the 
evolving on-demand digital economy. These Emerging Entre- 
preneurs are renting rooms, providing ride-sharing services, run- 
ning errands, and selling goods for consumers in business trans- 
actions coordinated online and through app-based platforms devel- 
oped by companies such as Airbnb, Flipkey, Onefinestay, Uber, 
Lyft, Taskrabbit and Instacart. Emerging Entrepreneurs need max- 
imum flexibility to grow their businesses and enhance their con- 
tributions to this dynamic new sector of the American economy. 
But, as reported by the Wall Street Journal earlier this year, some 
Emerging Entrepreneurs are facing penalty and audit exposure, de- 
spite the fact that in some cases income earned from short-term 
residential rentals coordinated through a platform provider (e.g., 
Airbnb, HomeAway, Onefinestay and Flipkey) is, in fact, tax free. 

Our preliminary research has identified these and other related 
issues as unnecessary burdens notwithstanding that most Emerg- 
ing Entrepreneurs “want to be honest and pay what they owe, but 
the tools and resources don’t exist.” Derek Davis, in discussion with 
the author, April 9, 2015. The predominantly electronic nature of 
transactions conducted by this new sector of our economy offers op- 
portunities to reduce the burden on and increase the compliance of 
Emerging Entrepreneurs. In the coming months, we will publish 
tax research and corresponding policy recommendations for the 
Committee to review. 


II. Complexity of the Law 

Over the course of my tenure as an academic and tax practi- 
tioner I have seen with dismay the Internal Revenue Code grow in 
complexity, becoming intrusive and pervasive in its reach and in- 
comprehensible to all but those who devote their careers to its 
study. This complexity arises, in part, from the almost annual 
amendments to the Internal Revenue Code that has a profound, 
even paralyzing affect on small businesses resulting in their ineffi- 
cient operation and impeding their ability to grow and create jobs. 

In fact, since 2001, there have been approximately 5,000 amend- 
ments to sections of the Internal Revenue Code, about one per day 
on average. Consequently, not only small business persons but 
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their tax advisers are overwhelmed by the complexity resulting in 
steady increases in fees these advisers charge to their small busi- 
ness clients. 

The National Taxpayer Advocate estimates that each year small 
businesses spend approximately 2.5 billion hours preparing tax re- 
turns or otherwise meeting tax filing requirements, the equivalent 
of 1.25 million full-time jobs. In meeting these requirements 70% 
of small businesses use paid tax return preparers at a cost of more 
than $16 billion for the services of attorneys, accountants and other 
professionals. While generating a lucrative “cottage industry” for 
tax professionals, our nation suffers from this burden that diverts 
time and resources to activities that neither encourages business 
growth nor creates jobs. 

Because most small business owners do not understand the law 
they increasingly turn their tax filing obligations to outside advis- 
ers for planning and return preparation of both their income taxes 
as well as their employment tax obligations. A survey conducted by 
the National Federation of Independent business found that profes- 
sional tax return preparers prepared, at least in part, 91% of all 
tax returns filed by its members. When small business owners be- 
lieve they are unable to file their own tax returns or understand 
the tax law, resentment towards the “system” arises creating a cyn- 
icism and disrespect toward our tax law that will foster non-compli- 
ance and ultimately fraud. 

Compounding this complexity and further increasing the cost of 
compliance and inefficiency upon small business is the annual cri- 
sis of the so called “tax extenders.” Over thirty business provisions 
of the Internal Revenue Code periodically expire, being reenacted, 
often retroactively, for an additional year or two. Rules relating to 
the treatment of qualified small business stock, bonus depreciation, 
S corporation built-in gains tax, and most importantly, § 179 ex- 
pensing are vital to the small business community and Congress 
should make these provisions permanent. In the case of bonus de- 
preciation and § 179 expensing, small businesses today must make 
decisions regarding the purchase of equipment without certainty of 
what the deduction will be for such acquisitions. Aside from the ad- 
ditional compliance costs associated with such uncertainty, tax 
planning is impossible thereby undermining growth in the small 
business economy that provides most of the new jobs in our coun- 
try. 


III. Legislative Recommendations 

To reduce the compliance costs of small businesses in the filing 
of their tax returns the Kogod Tax Policy Center advocates two leg- 
islative proposals, i.e. a simplified cash method of accounting and 
a unified rate schedule for all businesses regardless of their legal 
form. 


A. Simplified Cash Method of Accounting 
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Liberalizing the law to permit more small businesses to adopt 
the cash method of accounting, rather than the more burdensome 
accrual method, will reduce record keeping and tax compliance 
costs with a minimal loss of accuracy or tax revenue to the govern- 
ment. Even where the law currently permits a small business to 
use the simpler cash method of accounting, the requirement to 
maintain inventory records creates compliance burdens that may 
only influence by a few months the timing of a small business’s 
taxable income. 

Therefore, we urge Congress to not only expand the number of 
businesses eligible to use the cash method of accounting as dis- 
cussed in the Senate Finance Committee Working Group Report on 
Business Income Tax but to enact a “simplified” cash method of ac- 
counting for small businesses that will further reduce unnecessary 
record keeping and compliance burdens. We believe such simplifica- 
tion will neither adversely affect the accuracy of tax returns nor 
impact the ability of the IRS to collect tax. 

1. Cash Method vs. Accrual Methods of Accounting 

Before describing our proposal for a simplified cash method, I 
would like to explain, for the benefit of the members of the Com- 
mittee who may not be familiar with tax accounting rules, the two 
major tax accounting methods used by businesses, i.e. the cash 
method and the accrual method. I believe this explanation will 
highlight why for small businesses the accrual method is more bur- 
densome than the cash method; and demonstrates that while the 
accrual method may in some cases more accurately measure eco- 
nomic net income, why the complexity and cost of any additional 
precision is unnecessary and ultimately provides no greater tax 
revenue for the IRS. 

Once a business adopts a tax year, and for most small businesses 
this will be the calendar year, it must adopt an accounting method 
which will determine the time at which the business recognizes an 
item of income or may deduct an expense. It is important to note 
that a business’s accounting method only affects the timing of when 
a business reports income or deductions on a tax return. The ac- 
counting method a business uses does not determine whether an 
item of income is taxable or an expense deductible and does not af- 
fect the total income and deductions a business will recognize over 
its lifetime. 

Publicly traded corporations and many large businesses generate 
financial statements for the SEC or commercial banks based on 
generally accepted accounting principles (GAAP). Small businesses 
usually do not keep their books and records in accordance with 
GAAP, almost always relying upon their tax returns to provide 
lenders and owners with sufficient information to determine the 
success and credit worthiness of the business. 

Under the Internal Revenue Code a small business is only re- 
quired to choose an accounting method that “clearly reflects in- 
come” and apply that method consistently from year to year. Con- 
sistent with this requirement, most small businesses adopt the 
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cash method of accounting unless the law requires them to use the 
accrual method. 

a. Cash Method 

A business adopting the cash method of accounting recognizes in- 
come when it receives actual payment for the goods or services 
sold, regardless of when the business sells the good or performs the 
service. Similarly, a cash method business is entitled to a deduction 
on its tax return only when payment for an ordinary and necessary 
business expense is actually made. However, even cash method 
businesses may not deduct certain types of payments when made. 
For example where a business incurs a cash expenditure that cre- 
ates an asset with a useful life of more than one year, the business 
must “capitalize’ the cost and depreciate (deduct) that cost over a 
prescribed “recovery period” in which the tax law presumes the 
asset will be consumed in the business. There are other types of 
cash payments subject to similar treatment. Thus, even the cash 
method adopts certain principles of the accrual method described 
below resulting in a mismatch of the time an expenditure is made 
and the time at which it can be deducted. 

(1) Judicial Doctrines of Income 

In addition to requirements to capitalize certain expenditures 
there are several other technical requirements for a business com- 
puting taxable income under the cash method that are unneces- 
sarily complex. Under the judicial doctrine of “constructive” receipt, 
a cash basis taxpayer must recognize income even when cash has 
not come into the physical possession of the business but is merely 
available to the business at its discretion. Similarly, the mere re- 
ceipt of a promise results in recognizable income under the cash 
method if the promise is convertible to cash before it matures, in 
which case the fair market value (that is, the “cash equivalent”) of 
the obligation is recognized at the time of receipt of the promise. 
Finally, under the “economic benefit” doctrine, a cash method busi- 
ness must immediately recognize income on the receipt of property 
whenever the business’s right to the property is absolute, even if 
not immediately assignable and even though it cannot be imme- 
diately converted to cash. 

Such judicial theories that require a business using the cash 
method to pay tax on income deemed received prior to the receipt 
of cash unnecessarily imposes a severe cash flow problem on small 
businesses — a problem that creates only a marginal timing benefit 
to the IRS, since small businesses would most certainly receive the 
cash shortly after constructive receipt, economic benefit, or a cash 
equivalent arises. While these concepts offer comfort to theorists, 
small businesses must pay next month’s bills, and the acceleration 
of any taxable income before the receipt of cash under these theo- 
ries requires small businesses to use their operating cash to pay 
tax on amounts they have not yet received instead of using that 
cash to run their businesses. 


(2) Accounting for Expenses 
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An even more challenging problem encountered by small busi- 
nesses using the cash method of accounting is the compliance costs 
and complexity associated with computing deductible expenses. 
Generally, the cash method permits a deduction for ordinary and 
necessary business expenses when actual payment is made. Thus, 
a promise to pay is not deductible until payment is actually made. 

In addition to the natural confusion surrounding when and if a 
payment has been made, small businesses confront even greater 
difficulties when computing allowable deductions under the cash 
method because of four exceptions to the general rule that a deduc- 
tion is permitted when payment is made, i.e. prepayments, depre- 
ciation, inventory and capitalization of some expenses. Prepay- 
ments for property or services are not deductible if the goods or 
services are provided more than one year after the prepayment. 
Costs exceeding $5,000 associated with creating a new business are 
not deducted when paid but amortized over 15 years. For inven- 
tory, the costs of its acquisition or production are deducted only 
when the inventory is sold. Similarly, property with a useful life of 
more than one year is generally subject to depreciation, requiring 
its deduction be spread over recovery periods ranging from three to 
39 years. 

These examples demonstrate that the current cash method of ac- 
counting is too often not based upon cash receipts and disburse- 
ments, but rather on principles that attempt to match costs with 
income similar to the accrual method. For small businesses that 
have no government regulators to whom financial statements must 
be submitted and have no banks or other creditors in need of profit 
and loss determinations that conform to the rules of GAAP, tax 
rules based on the accrual method serve no practical purpose when 
economic success and taxable income can simply be measured on 
cash receipts and expenditures — that is, cash flow. In short, while 
the current cash method is substantially simpler than the accrual 
method, certain refinements to the current rules could make the 
cash method even simpler and more easily enable small businesses 
to comply with tax record keeping and reporting requirements 
without the loss of accuracy on their tax returns. 

b. Accrual Method 

The other major accounting method, the accrual method, at- 
tempts to determine the time at which “all events” occur that give 
rise to the right to income and the amount of that income can be 
determined with reasonable accuracy. Similarly, an expense may 
be deducted when the obligation to pay an expense is fixed, the 
amount of that obligation can be determined with reasonable accu- 
racy and economic performance has occurred. Thus, businesses 
must report income on their tax returns when earned and may de- 
duct expenses when incurred without regard to the receipt or pay- 
ment of cash. 

The accrual method and its “all events” test creates substantial 
complexity in an effort to better identify the financial success or 
failure of a business. This complexity calls for small businesses, 
whose every day well being centers upon its cash position, to deter- 
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mine its financial well-being in a manner that adds no value to its 
success. From the perspective of the IRS, while the timing of in- 
come and expense reported under the accrual method may provide 
some acceleration of tax upon income that must be recognized be- 
fore any cash is received, such acceleration is clearly unfair if the 
cash is never received, and may only accelerate tax collection by no 
more than one year if the cash is subsequently receive shortly after 
the accrual. 

The complexity of the accrual method is illustrated by prepay- 
ments. In the case of prepaid rent or interest received, income 
must be reported immediately upon receipt even if “all events” en- 
titling the business to the income have not occurred. Similarly, 
where goods or services have not been delivered but cash payment 
has been received, the general rule under the accrual method that 
delays reporting the cash receipts on the business’s tax return until 
“all events” have occurred, i.e. the goods are delivered or services 
performed, is disregarded. Thus, in the case of prepayments a busi- 
ness otherwise on the accrual method finds itself using the cash 
method for prepayments. Not an easy concept for a small business 
owner to understand. 

Another complexity of the accrual method is the necessity to ac- 
count for bad debts when a business reports as income an account 
receivable for which it never receives actual payment. Each year 
businesses on the accrual method must determine which previously 
reported receivables are uncollectible and claim them as tax deduc- 
tions. This can be a time consuming, confusing and expensive proc- 
ess. Businesses using the cash method do not deduct bad debts be- 
cause they do not include receivables in taxable income. 

Finally, even when a business on the accrual method meets the 
“all events” test with respect to an expense, a deduction may be 
claimed only when “economic performance” occurs. Therefore, in 
the case of receiving goods and/or services from another party, the 
business may deduct the obligation to pay the other party only as 
the goods or services are received regardless of when the business 
pays for the goods or services, subject to an exception permitting 
deduction in the year of prepayment if the other party provides the 
goods or services within three and one-half months of the next tax- 
able year. Again, not an easy concept for small businesses to under- 
stand. 

The above illustrations of the complexity required by the accrual 
method of accounting demonstrate that in the case of small busi- 
nesses the purported technical accuracy resulting from these rules 
offers no practical benefit to the business in measuring its eco- 
nomic performance, and over the life cycle of the business, offers 
no additional tax revenue to the government. 

2. Tax Accounting for Inventories 

Regardless of whether a business is on the cash or accrual meth- 
od of accounting, if inventory is a material income producing factor, 
the business must account for gross profit, i.e. sales minus cost of 
goods sold, using the accrual method, even if they have adopted the 
cash method as their overall accounting method. Thus, a business 
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cannot deduct the cost of the inventory (finished goods) to the ex- 
tent it has not sold the product by the end of the business’s taxable 
year. Businesses selling inventory must maintain records docu- 
menting their cost of unsold, finished goods, partially finished 
goods and “raw” materials on hand that will be used in the future 
to manufacture or product inventory. In addition, inventory cost ac- 
counting principles call for the deduction of indirect costs (over- 
head) associated with manufacturing or producing the inventory 
only when the inventory is sold. 

In determining its cost of inventory, a business must adopt an 
inventory costing method, i.e. the first-in, first-out (FIFO) method, 
the last-in, last-out (LIFO) method or the specific identification 
method. The FIFO and LIFO methods relieve businesses of the 
need to keep track of the cost of each item they sell, but where the 
items are unique or relatively high-cost, low volume products (e.g., 
jewelry, antiques, cars, etc.) the specific identification method is 
used. 

As an exception to the requirement to maintain inventory ac- 
counts, the IRS (not the Internal Revenue Code) permits a cash 
method business to use the cash method to account for their gross 
profit from the sale of inventory if the business’s average annual 
gross receipts for the three year period prior to the current year do 
not exceed $10,000,000 and the business’s primary activity is to 
provide services to customers but also offers a product for sale inci- 
dental to the performance of services. Thus, a veterinarian using 
the cash method of accounting need not use the accrual method to 
account for the sale of medicines or other goods associated with the 
business of caring for animals because such sales are incidental to 
the veterinarian’s professional practice. But when the average 
gross receipts of the business exceeds $10,000,000, businesses must 
not only account for inventory using the accrual method, but also 
must apply certain “uniform cost capitalization” (UNICAP) rules 
that require an allocation to inventory of an array of indirect costs 
beyond those ordinarily associated with producing goods. Thus, 
under the UNICAP rules, a business must add to the cost of inven- 
tory a portion of compensation paid to employees who may not be 
involved in producing the inventory but may merely indirectly sup- 
port the production process. 

A final illustration of the complexity of the accrual method deals 
with the perceived abuse of an accrual method business accruing 
(deducting) an amount owed to a related party using the cash 
method. In this case the business using the accrual method nay not 
deduct the amount owed to the related party until the amount is 
actually paid and recognized as taxable income by the cash method 
party. This issue frequently arises where a business employs the 
owner or a relative of an owner. Related parties, for this purpose, 
include family members and certain businesses owned by the same 
individual(s). 

3. Comparison of Cash and Accrual Methods 

As the above descriptions demonstrate, the primary advantages 
of the cash method over the accrual method are its clarity and 
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flexibility in measuring income and expenses and its less cum- 
bersome bookkeeping and record keeping requirements. While the 
accrual method is generally considered a more accurate reflection 
of a business’s financial condition, the price of this accuracy is 
mind numbing complexity and inevitably increased compliance and 
record keeping costs. 

However, the Internal Revenue Code limits the adoption of the 
cash method to the following businesses: (1) sole proprietorships; 
(2) S corporations; (3) certain corporations engaged predominantly 
in the performance of services by their owners, (4) corporations 
with average gross receipts over the preceding three years of 
$5,000,000; (5) partnerships with no corporate shareholder whose 
gross receipts exceed $5,000,000; and (6) farms. 

Suggestions for simplifying and liberalizing the use of the cash 
method were made by the Treasury Department in 2007, the 
Bowles-Simpson Commission in 2010 and most recently the options 
proposed by former Senator Baucus and Representative Camp de- 
scribed in the Senate Finance Committee’s Bipartisan Tax Working 
Group Report on Business Income Tax. These proposals simplify 
the reporting of income and expenses on tax returns filed by small 
businesses that will then reallocate resources otherwise spent on 
compliance to more productive purposes, ultimately stimulating job 
growth. In addition, the IRS Taxpayer Advocate has consistently 
recommended simplifying accounting methods for small business as 
a way to ease compliance burdens and reduce tax administration. 

4. Simplified Cash Method of Accounting (“SCM”) — The 
“Checkhook” Method 

Based on this brief description of the accounting methods avail- 
able to small businesses and the observations of Treasury, IRS and 
Congressional tax reform studies, small businesses clearly need 
and deserve legislative relief in measuring and reporting their tax- 
able income and deductible expenses. Therefore, the Internal Rev- 
enue Code should be amended to not only permit the adoption of 
the cash method by more small businesses, but also the adoption 
of a “simplified cash method of accounting” (“SCM”). This proposed 
simplification of the existing cash method of accounting will reduce 
time-consuming, expensive administrative burdens on small busi- 
nesses in keeping records and reporting their income and expenses 
on their returns, thereby unleashing resources that will create 
more productive, job creating activities. 

Besides reducing compliance costs the SCM will enable small 
businesses to better understand their tax returns, thereby reducing 
the general public’s cynicism that the Internal Revenue Code is re- 
plete with loopholes only accessible to businesses with resources to 
employ expensive tax professionals. In short, simplifying reporting 
on tax returns will increase compliance, ease the burden of tax ad- 
ministration, increase tax revenue and ultimately reduce the gap 
between what taxpayers should pay and what the IRS actually col- 
lects. 

Under the SCM the computation of taxable income is reduced to 
the following formula: 
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Cash Receipts 

Less: Cash Expenses including: 

• Inventory 

• Prepayments 

• Materials/Supplies 

• Depreciable Property 

Taxable Income 

In short, the derivation of taxable income is based solely on 
amounts actually received or paid during the tax year, by means 
of examining the business’s checkbook for when checks were cut 
and deposits made. Under SCM, income consists only of cash, prop- 
erty or services received during the tax year without regard to im- 
puted income under the constructive receipt, cash equivalence, or 
economic benefit doctrines. While determining and valuing the re- 
ceipt of in-kind goods and services would continue to be a problem- 
atic, small businesses would otherwise be able to arrive at their in- 
come by adding up their bank deposits for the year. Any timing ad- 
vantage to businesses from not being subject to the judicial doc- 
trines just mentioned would be minimal given that small busi- 
nesses cannot, as a practical matter, defer recognition of cash by 
more than a few months without creating severe cash flow prob- 
lems for the payment of their own bills. The complexity of the judi- 
cial doctrines does not warrant their application to small busi- 
nesses. 

SCM offers even greater simplification for the determination of 
deductible expenses. Under SCM, all current expenditures, includ- 
ing those for the acquisition or construction of inventory, would be 
deducted when paid. Although a technical violation of GAAP’s 
matching principle of accounting, GAAP is not a particularly useful 
concept in measuring the ability of a small business to pay tax, or 
even stay in business. More than one small business that had a 
profit under GAAP has failed because of cash flow problems. Allow- 
ing for the immediate deduction of the cost of inventory simplifies 
small business record keeping at relatively little cost to the govern- 
ment. For a small business to say in business, inventory paid for 
and deducted in one year likely will be sold no later than the next 
year to ensure sufficient cash flow for business operations. Also, 
permitting the expensing of inventory before its sale recognizes the 
fact that by the IRS’s own admission, small businesses are not fol- 
lowing the rules for the computation of cost of goods sold, in that 
audits reveal more than 50 percent of cost of goods sold calcula- 
tions are incorrect. 

Finally, permitting the immediate expensing of depreciable prop- 
erty simply adopts a 100 percent bonus depreciation approach for 
acquired property with a useful life in excess of one year and the 
current section 179 expense allowance for purchased depreciable 
property. Thresholds and limitations similar to the present 
$10,000,000 limitation for uniform capitalization rules and the cur- 
rent IRS allowance for the cash method may be adopted to restrict 
SCM to small businesses. 

With a $10 million threshold for the general adoption of the cash 
method coupled with an election to adopt the SCM, simplification 
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would be available to approximately 99% of all businesses in the 
United States, thereby reducing the tax compliance burden for al- 
most every person owning and operating a business in America. 

B. Single Business Tax Rate 

Perhaps even more important from the perspective of compliance 
costs, small businesses need a rate structure that is not dependent 
on the legal form they adopt. Currently sole proprietorships, part- 
nerships and S corporations are taxed at a maximum rate of 39.6%, 
while the taxable income of a C corporation is taxed at a maximum 
rate of 35%. Most of the corporate tax reform proposals focus upon 
eliminating deductions and credits to broaden the tax base upon 
which a lower corporate tax rate would apply. If corporate tax re- 
form simply reduces rates on C corporations, unincorporated small 
businesses will have an increased tax burden relative to C corpora- 
tion. Additionally, such a result will increase the tax planning and 
compliance costs of every start-up business in analyzing the tax 
burden of operating in one legal form or another. Our tax system 
should not promote inefficiency by incentivizing small businesses to 
make decisions based on tax considerations, rather than for busi- 
ness reasons. 

Therefore, rather than reduce the tax rates only on C corpora- 
tions, small businesses need a tax rate structure that applies to all 
businesses regardless of their legal form. While corporate earnings 
are subject to tax both at the corporate level and the shareholder 
level (when distributed) and earnings of unincorporated businesses 
are taxed only once, there are well documented approaches, e.g. in- 
tegration, beyond the scope of this testimony to ensure tax neu- 
trality in the decision of business entity choice. 

A single integrated business tax rate schedule could have grad- 
uated rates providing a lesser tax burden to businesses with less 
taxable income. A single integrated business tax rate schedule 
would not be difficult to administer because income from follow- 
through businesses (sole proprietorships, partnerships and S cor- 
porations) already separately appears on schedules on individual 
tax returns. Schedule C for income for sole proprietorships and 
Schedule E for income from partnerships and S corporations. Indi- 
viduals would simply total their business taxable income and apply 
the “business tax rate schedule,” a practice no different from the 
special tax rate schedule that currently applies to qualified divi- 
dends and capital gains on Schedules B and D. 

In short, what is needed is “business tax reform” not corporate 
tax reform. A single business rate schedule will create a uniform, 
comprehensive system of business taxation that taxes all busi- 
nesses equally without regard to their legal form thereby easing 
the tax burden on small businesses and increasing simplicity and 
fairness. 
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IV. Conclusion 

The burden of compliance costs on small business arises from the 
complexity of the tax law coupled with the almost exponential 
change in the Internal Revenue Code over the past few decades. As 
a result, small businesses have outsourced their tax planning and 
compliance responsibilities to tax professionals whose fees have 
added to the compliance burden. 

The Kogod Tax Policy Center recommends that increasing the 
availability of the cash method of accounting to small businesses 
and adopting a uniform tax rate schedule for all businesses regard- 
less of their legal form will reduce the burden small businesses cur- 
rently bear in complying with their filing responsibilities. These 
proposals will improve tax compliance at lower administrative costs 
to businesses with little or no loss of tax revenue to the govern- 
ment. Such reforms are needed for the continued viability of our 
voluntary tax compliance system. 

* ^ * 


Thank you for the opportunity to testify today. I welcome any 
questions from the Committee or its staff. In addition, I or any oth- 
ers at the Kogod Tax Policy Center would be pleased to respond to 
any other questions you may have in the future. 
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INTRODUCTION 

Chairman Chabot, Ranking Member Velazquez, and Members of 
the House Committee on Small Business, thank you for the oppor- 
tunity to testify today on “How Tax Compliance Obligations Hinder 
Small Business Growth.” My name is Troy Lewis. I am the vice 
president and chief enterprise risk management officer at Heritage 
Bank in St. George, Utah. I am also a sole tax practitioner, adjunct 
faculty member at Brigham Young University and Chair of the Tax 
Executive Committee of the American Institute of Certified Public 
Accountants (AICPA). I am pleased to testify today on behalf of the 
AICPA. 

The AICPA is the world’s largest member association rep- 
resenting the accounting profession, with more than 400,000 mem- 
bers in 145 countries and a history of serving the public interest 
since 1877. Our members advise clients on federal, state and inter- 
national tax matters, and prepare income and other tax returns for 
millions of Americans. Our members provide services to individ- 
uals, not-for-profit organizations, small and medium-sized business, 
as well as America’s largest businesses. 

The AICPA applauds the leadership taken by the Committee to 
consider ways to reduce the complexity faced by small businesses 
when preparing their taxes. Small businesses are the foundation of 
the U.S. economy, employing over half of the private-sector work- 
force and creating nearly two-thirds of this nation’s net new jobs 
over the past decade and a half ^ 

Unfortunately, compliance with federal tax laws can act as a 
road block in the growth of small business. Unlike large multi-na- 
tional corporations, the time spent by small businesses in com- 
plying with tax laws is much more costly because small businesses 
do not have the luxury of critical mass and a large customer base 
with which to efficiently spread non-value added compliance costs. 
Time devoted to complying with tax laws has an impact on busi- 
ness creation, job growth and economic prosperity of these small 
businesses. 

At the same time, we recognize that tax compliance is necessary. 
However, to help small businesses grow. Congress and the Internal 
Revenue Service (IRS) should seek to lessen these compliance bur- 
dens on all small businesses. When evaluating whether or not a tax 
compliance requirement should be mandated for a small business, 
a cost/benefit analysis should first be considered. Nowhere is it 
more important to ask if the end result is worth the effort than in 
the area of tax compliance for small businesses. 

Using this cost/benefit approach, may I suggest a few areas 
where Congress can act to reduce the burden of tax compliance in 
a way that allows small businesses to grow without creating undue 
hindrances. 

IRS TAXPAYER SERVICES 


1 Small Business Administration Office of Advocacy, Frequently Asked Questions, September 
2012 . 
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It is imperative that small businesses and their tax return pre- 
parers have the ability to communicate with the IRS when pre- 
paring their taxes and addressing compliance issues. However, 
there has been increasingly limited access to the agency and, as re- 
ported by IRS Commissioner John Koskinen, “abysmal’ level of tax- 
payer service this year.^ 

Our members have expressed their deep concerns regarding their 
ability to effectively represent small businesses and other tax- 
payers in an environment where the IRS service levels are so de- 
graded that: 

• During the 2015 tax season, the IRS answered only 37% 
of the telephone calls received from taxpayers seeking to speak 
with an assistor;^ 

• The average hold time for the Practitioner Priority Service 
telephone line reached 47 minutes;"^ and 

• According to the National Taxpayer Advocate, the IRS’s 
ability to process taxpayer correspondence in a timely manner 
declined by 16% since 2014, leaving a backlog of almost 79,000 
cases.^ 

Through an informal membership survey we conducted earlier 
this year, we learned that over half of our members were either 
somewhat dissatisfied or very dissatisfied with the services they re- 
ceived from the IRS this filing season. This is no surprise consid- 
ering that only 17% of our members responded that the IRS gen- 
erally answered their telephone calls within 30 minutes. Most of 
our members were on hold for extended periods of time and other 
members noted that they generally had to end their own calls be- 
cause they did not have the time to wait on hold for an IRS agent 
to answer. 

As reported by one of our members, “I was on hold for over an 
hour and a half. When the IRS agent finally picked up the call, 
they needed to transfer to another agent. I had to wait on hold for 
another hour. Finally, I received a recorded message that the office 
was closed and I needed to call again the following day.” 

Many of our members also experienced what the IRS refers to as 
“courtesy disconnects.” According to the IRS, they terminate tele- 
phone calls from small businesses and other callers, without taking 
a message or getting contact information, if the caller has been on 
hold for two hours. As of April 18th this year, approximately 8.8 
million calls received by the IRS were subject to their “courtesy dis- 
connect” policy, which represents an increase from approximately 
544,000 over last year.® Nothing is more discouraging, frustrating 


2 Commissioner Koskinen, Prepared Remarks of John A. Koskinen Commissioner, Internal 
Revenue Service, Before the National Press Club, dated March al, 'ZOLb. 

^National Taxpayer Advocate Report, Volume I: FY 2016 Objectives Report to Congress; Part 
II: Review of the 2015 Filing Season, dated July 14, 'Z{)Lb. ~ 

^ Joint Operations Center, Customer Account Services, Account Management Paper Inventory 
Reports, Inventory Age Report, (Jan 1 - Apr 6 statistics). 

5/d 

6 National Taxpayer Advocate Report, Volume I: FY 2016 Objectives Report to Congress; Part 
II: Review of the 2015 Filing Season, dated July 14, 2015. ~ 
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or inefficient for a caller (whether they are a small business or a 
tax preparer calling on behalf of a small business) than being hung 
up on by the IRS after waiting on hold for two hours. 

Our survey also indicated similar, unacceptable patterns with re- 
gards to delays in written correspondence. On average over half of 
the correspondence sent to the IRS is not responded to within 90 
days of receipt.'^ Often small businesses are anxiously awaiting a 
response to a notice. Furthermore, the longer the response tine by 
the IRS, the more interest and penalties are accrued as the small 
business attempts to resolve their issue. 

We appreciate and understand that the IRS has new initiatives 
and vital unmet obligations and responsibilities (such as address- 
ing identity theft), but taxpayer service must remain a high pri- 
ority in order for small businesses to receive the assistance they 
need on tax issues. 

GOOD TAX POLICY 

In order to reduce the overall tax compliance burden on small 
businesses, the AICPA urges the Committee to consider com- 
prehensive tax reform that focuses on simplification, transparency 
and other Principles of Good Tax Policy.® We believe it is important 
to promote a tax system that is perceived as balanced, fair to all, 
administrable, economically efficient, transparent, and neutral in 
its effect on economic activity. 

Our current tax system is heavily burdened by complexity. Mul- 
tiple and duplicative tax calculations, definitions, and preferences 
lead to taxpayer confusion and, thus, errors and frustration. At- 
tempts to adjust tax liabilities through special rules affecting tax- 
able income rather than the rate schedule add to complexity. Busi- 
ness provisions that require retention of records solely for tax pur- 
poses increase compliance costs. We urge consideration of removing 
duplicative rules and definitions, and reducing recordkeeping and 
calculations, to achieve simplicity, without adding new complex- 
ities. 

It is also important for an effective tax system and informed citi- 
zenry that taxpayers understand the tax system and how it affects 
them. Clarity of the tax consequences of taxpayers’ regular activi- 
ties is a must. Transparency also helps improve voluntary compli- 
ance. 

Additionally, it is critical for taxpayers to have certainty to per- 
form any long-term tax planning. Permanence of tax provisions can 
have substantial impacts on the growth of small businesses. The 
uncertainty of tax legislation creates unnecessary confusion, anx- 
iety and administrative financial burdens. Without permanency in 
the Internal Revenue Code (“Code”), we are concerned about the 
following consequences: 

• Impact on a company’s financial accounting and reporting; 


Joint Operations Center, Customer Account Service, Account Management Paper Inventory 
Reports, Inventory Age Report, (Jan 1 - Apr 6 statistics). 

®AICPA’s Tax Policy Concept Statement No. 1: Guiding Principles for Good Tax Policy: 
Framework for Evaluating Tax Proposals, issued March liUUl. 
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• Complexity and administrative burden for taxpayers and 
the IRS; 

• Adverse impact on small businesses and ultimately jobs 
and growth; 

• Effect on economic decisions and tax payments; and 

• Lack of transparency and certainty with short-term, retro- 
active extensions 

We recognize that it is not always possible for each tax provision 
and the overall tax system to equally meet each of the ten prin- 
ciples of good tax policy. However, it is important to carefully bal- 
ance these principles to achieve a respected and administrable tax 
system. 

TANGIBLE PROPERTY REGULATIONS 

A challenging tax compliance burden that small businesses had 
to deal with this year was the new final tangible property regula - 
tions (TD 9636X These tax rules, which address how businesses 
should report the acquisition and improvement of tangible prop- 
erty, comprise almost 500 pages of technical guidance and proce- 
dures. 

While we appreciated that the regulations clarified some rules 
and provided several small business favorable provisions, we were 
concerned that they were significantly burdensome for many small 
business taxpayers because of the required retrospective analysis 
and reporting requirements. 

The AICPA pushed hard for relief and stressed that time was of 
the essence as a significant portion of the burdens placed on small 
businesses (and their tax practitioners) would occur prior to filing 
season. However, despite these pleadings, the IRS issued the much- 
needed relief. Rev. Proc. 2015-20, on February 13, well into the fil- 
ing season. Unfortunately, some small businesses and their tax 
practitioners had already spent time and resources attempting to 
comply with the new regulations prior to the IRS’s issuance of re- 
lief. If the IRS had acted in a timely manner, small businesses 
could have been spared some administrative burden. 

Currently, small businesses must prove that expensing such 
amounts “clearly reflects income” to deduct amounts higher than 
the $500 threshold. The clear reflection of income test can be chal- 
lenging for any taxpayer, especially for small businesses. The test 
is based on the taxpayer’s facts, circumstances, and interpretations 
of those facts and circumstances by the taxpayer and IRS. Thus, 
it is arbitrary and often difficult to apply. Large businesses (e.g., 
taxpayer with an AES), however, are allowed the higher $5,000 
threshold. Subjecting small businesses to the clear reflection of in- 
come test at merely $500, adds unnecessary complexity and compli- 
ance burdens to small businesses. 

There are other issues that remain open in regards to the repair 
regulations. The AICPA recommends that you take immediate ac- 
tion to increase the $500 de minimis safe harbor threshold for tax- 
payers without an AES to $2,500, and provide for annual adjust- 
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ments for inflation, to offer meaningful relief to small business tax- 
payers. To further reduce administrative burden on these rules, we 
also recommend that you expand the AFS definition to include a 
reviewed set of financial statements^ to permit more business to 
benefit from the higher $5,000 de minimis safe harbor threshold. 

CIVIL TAX PENALTIES 

An additional concern 1° for small businesses is the numerous 
unfair or untargeted penalty provisions in the Code pertaining to 
tax compliance. Penalties should deter bad conduct without deter- 
ring good conduct or punishing small businesses which are acting 
in good faith. 

Targeted, proportionate penalties that clearly articulate stand- 
ards of behavior and that are administered in an even-handed and 
reasonable manner encourage voluntary compliance with the tax 
laws. On the other hand, overbroad, vaguely-defined, and dis- 
proportionate penalties, particularly those administered as part of 
a system that automatically imposes penalties or that otherwise 
fail to provide basic due process safeguards, create an atmosphere 
of arbitrariness and unfairness that is likely to discourage vol- 
untary compliance. 

For example, penalties should apply prospectively to future con- 
duct and not retroactively to conduct that was appropriate at the 
time the conduct occurred. Good tax policy would also suggest that 
we avoid strict liability provisions that do not grant the IRS discre- 
tion to take into consideration the facts and circumstances of a par- 
ticular business’ situation. 

The AICPA points out the following specific penalty-related 
issues with the current system below. 

Repeal Technical Termination Rule 

The AICPA recommends a repeal of section 708(b)(1)(B) regard- 
ing the technical termination of a partnership as it is a trap for the 
unwary. Under current law, when a partnership is technically 
terminated, the legal entity continues, but for tax purposes, the 
partnership is treated as a newly formed entity. The current law 
requires the partnership to select new accounting methods and pe- 
riods, restart depreciation lives, and make other adjustments Fur- 
thermore, under the current law, the final tax return of the “old” 
partnership is due the 15th day of the fourth month after the 


^For a detailed explanation of the differences between a compilation, a review, and an audit, 
please reference the AICPA Comparative Overview document. 

AICPA comment letter on “AICPA Tax Penalties Legislative Proposals,” dated April 11, 
2013; and AICPA report on “AICPA Report on Civil Tax Penalties,” submitted April 11, 2013. 

AICPA submitted letters and written statement on Option 1 and Option 2 of Chairman 
Camp’s Small Business Tax Reform Draft: See Option 1 comments at “AICPA testimony on 
Small Business and Pass-through Entity Tax Reform,” dated May 17, 2013; and Option 2 com- 
ments, “AICPA Comments on Option 2 of Chairman Camp’s Small Business Tax Reform Discus- 
sion Draft” dated July 30, 2013. 
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month-end in which the partnership underwent a technical termi- 
nation. 12 

A technical termination most often occurs when, during a 12- 
month period there is a sale or exchange of 50% or more of the 
total interest in partnership capital and profits. Because this 12- 
month time frame can span a year-end, the partnership may not 
realize that a 30% change (a minority interest) in one year followed 
by a 25% change in another year, but within 12 months of the first, 
has caused the partnership to terminate. 

In practice, this earlier required filing of the old partnership’s 
tax return often goes unnoticed because the company is unaware 
of the accelerated deadline due to of the equity transfer. Penalties 
are often assessed upon the business as a result of the missed 
deadline. Although ignorance is not an acceptable excuse, this tech- 
nical termination area is often misunderstood and misapplied. The 
acceleration of the filing of the tax return, to reset depreciation 
lives and to select new accounting methods, serves little purpose in 
terms of abuse prevention and serves more as a trap for the un- 
wary. 

Late Filing Penalties 

Sections 6698 and 6699 impose a penalty of $195 per partner re- 
lated to late-filed partnership or S corporation returns. The penalty 
is imposed monthly not to exceed 12 months, unless it is shown 
that the late filing is due to reasonable cause. 

The AICPA proposes that a partnership (or S Corporation), com- 
prised of 50 or fewer partners/shareholders, each of whom are nat- 
ural persons (who are not nonresident aliens), an estate of a de- 
ceased partner, a trust established under a will or a trust that be- 
comes irrevocable when the grantor dies, and domestic C corpora- 
tions, will be considered to have met the reasonable cause test and 
will not be subject to the penalty imposed by section 6698 or 6699 
if: 

• The delinquency is not considered willful under section 
7423; 

• All entity income, deductions and credits are allocated to 
each owner; and 

• Each partner/shareholder fully reported its share of in- 
come, deductions and credits of the entity on its timely filed 
federal income tax return. 

Failure to Disclose Reportable Transactions 

Taxpayers who fail to disclose a reportable transaction are sub- 
ject to a penalty under section 6707A of the Code. For penalties as- 
sessed after 2006, the amount of the penalty is 75% of the decrease 
in tax shown on the return as a result of the transaction (or the 
decrease that would have been the result if the transaction had 


For example, a partnership that technically terminated on April 30 of the current year due 
to a transfer of 80% of the capital and profits interests in the partnership to be timely filed 
must file its tax return for that final tax year on or before August 15 of the current year. 
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been respected for federal tax purposes). If the transaction is a list- 
ed transaction (or substantially similar to a listed transaction), the 
maximum penalty is $100,000 for individuals and $200,000 for all 
other taxpayers. In the case of reportable transactions other than 
listed transactions, the maximum penalty is $10,000 for individuals 
and $50,000 for all other taxpayers. The minimum penalty is 
$5,000 for individuals and $10,000 for all other taxpayers. 

The section 6707A penalty applies even if there is no tax due 
with respect to the reportable transaction that has not been dis- 
closed. There is no reasonable cause exception to the penalty. The 
Commissioner may, however, rescind all or a portion of a penalty, 
but only in the case of transactions other than listed transactions, 
where rescinding the penalty would promote efficient tax adminis- 
tration and only after the taxpayer submits a lengthy and burden- 
some application. In the case of listed transactions, the IRS has no 
discretion to rescind the penalty. The statute precludes judicial re- 
view where the Commission decides not to rescind the penalty. 

The AICPA proposes for an amendment of section 6707A to allow 
an exception to the penalty if there was a reasonable cause for the 
failure and the taxpayer acted in good faith for all types of report- 
able transactions, and to allow for judicial review in cases where 
reasonable cause was denied. Moreover, we propose an amendment 
of section 6664 to provide a general reasonable cause exception for 
all types of reportable transactions, irrespective of whether the 
transaction was adequately disclosed or the level of assurance. 

9100 Relief 

Section 9100 relief, which is currently available with regard to 
some elections, is extremely valuable for taxpayers who miss the 
opportunity to make certain tax elections. Congress should make 
section 9100 relief available for all tax elections, whether pre- 
scribed by regulation or statute. The AICPA has compiled a list^^ 
of elections (not all-inclusive) for which section 9100 relief cur- 
rently is not granted by the IRS as the deadline for claiming such 
elections is set by statute. Examples of these provisions include 
section 174(b)(2), the election to amortize certain research and ex- 
perimental expenditures, and section 280C(c), the election to claim 
a reduced credit for research activities. We do not believe small 
businesses are likely to abuse or exploit hindsight, as the IRS 
would continue to have discretion as to whether to grant relief for 
each specific request. 

Form 5471 Penalty Relief 

On January 1, 2009, the IRS began imposing an automatic pen- 
alty of $10,000 for each Form 5471, Information Return of U.S. Per- 
sons with Respect to Certain Foreign Corporations, filed with a de- 
linquent Form 1120 series return. When imposing the penalty on 
corporations in particular, the IRS does not distinguish between: a) 
large public multinational companies, b) small companies, and c) 


AICPA comment letter on “Tax Reform Administrative Relief for Various Statutory Elec- 
tions,” submitted January 23, 2015^ 
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companies that may only have insignificant overseas operations, or 
loss companies. This one-size-fits-all approach inadvertently places 
undue hardship on smaller corporations that do not have the same 
financial resources as larger corporations. The AICPA has sub- 
mitted recommendations regarding the IRS administration of the 
penalty provision applicable to Form 5471. Our recommendations 
focus on the need for relief from automatic penalties assessed upon 
the late filing of Form 5471 in order to promote the fair and effi- 
cient administration of the international penalty provisions of the 
Code. 

MOBILE WORKFORCE 

Another burden on small businesses that Congress should ad- 
dress involves the tremendous burden of tracking and complying 
with the many different state non-resident employee tax with- 
holding and reporting rules for just a few days of work by an em- 
ployee in a non-resident state. The state personal income tax treat- 
ment of nonresidents is inconsistent and often bewildering to 
multistate employers and employees. 

H.R. 2315, the Mobile Workforce State Income Tax Simplification 
Act of 2015, introduced by Representative Bishop on May 14, 2015, 
addresses this issue. We are pleased that members of this Com- 
mittee cosponsor this bill, and hope many others of you will also 
consider cosponsoring it. The AICPA strongly supports H.R. 2315 
and urges Congress to enact this legislation to help small busi- 
nesses in this country ease their non-resident state income tax 
withholding and compliance burdens. 

Small businesses must understand each of the states’ treatment 
of non-resident employee withholding and assessment of taxes and 
the unique de minimis and definitions. Currently, 43 states plus 
the District of Columbia impose a personal income tax on wages, 
and there are many different requirements for withholding income 
tax for non-residents among those states. There are seven states 
that currently do not assess a personal income tax.^'^ Employees 
traveling into all the other states are subject to the confusing myr- 
iad of withholding and tax rules for non-resident taxpayers. 

A number of states have a de minimis threshold, or exemption 
for non-residents working in the state before taxes must be with- 
held and paid. Others have a de minimis exemption based on the 
amount of the wages earned, either in dollars or as a percent of 
total income, while in the state. Further complicating the issue is 
that a number of these states have reciprocity agreements with 


AICPA comment letter on “Recommendations - Automatic Penalties assessments Policy with 
the Late Filing of Form 5471,” dated March ^5, ^Uld. 

AICPA written testimony before the House Committee on the Judiciary Subcommittee, Reg- 
ulatory Reform, Commercial and Antitrust Law on Nexus Issues: Legislative Hearing on H7R. 

The “Mobile Workforce State Income Tax Simplification Act of liUl5,” H.R. 1645, the “Dig- 
ital Goods and Services Tax Fairness Act of ^Ul5,” and H.R._the “Business Activity Tax Sim- 
plification Act of dated June 2 , isiUlb. 

^®Note that New Hampshire and Tennessee, which are included in the 43 states, do not tax 
wages and only subject to tax interest and dividends earned by individuals. 

I'^The seven states with no personal income tax are Alaska, Florida, Nevada, South Dakota, 
Texas, Washington and Wyoming. 
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other, usually adjoining, states regarding the withholding of non- 
resident state income taxes. 

Where many businesses once tended to be local, they now have 
a national reach. This change has caused the operations of even 
small businesses to move to an interstate basis. Because of the 
interstate operations of these companies, many providers of serv- 
ices to these companies, such as certified public accountants 
(CPAs), find that they are also operating on an interstate basis. 
What once were local taxation issues have now become national in 
scope, and burdens must be eased in order to promote interstate 
commerce and ensure businesses run efficiently. These burdens 
take significant resources away from operating their business. 

The complex filing rules impact everyone who travels for work. 
The recordkeeping and the requirement of having to withhold and 
file many state non-resident tax returns for just a few days of work 
in various states is overly burdensome and too complicated for both 
employers and employees. Additionally, the amount of research 
that goes into determining what each state law requires is expen- 
sive and time-consuming. A small firm or business will often be re- 
quired to engage outside counsel to research the laws of the other 
states on an ongoing annual basis. 

This issue affects all industries — retail, manufacturing, real es- 
tate, technology, food, services, etc. The current system as a whole 
unnecessarily creates complexity and costs for both employers and 
employees, without yielding a substantive benefit to most states. 
H.R. 2315 is needed to solve this problem and burden for small 
businesses. 

Having a uniform national standard for non-resident income tax- 
ation, withholding, and filing requirements, as H.R. 2315 provides, 
will enhance compliance and significantly relieve these unneces- 
sary administrative burdens on businesses and their employees. 
Additionally, H.R. 2315 provides a needed 30-day de minimis ex- 
emption before an employee is obligated to pay taxes to a state in 
which they do not reside. Many small businesses need Congress to 
enact this legislation. 

TAX RETURN DUE DATE SIMPLIFICATION 

Another challenging compliance issue for small businesses is the 
current illogical order of due dates for various types of tax returns. 
Taxpayers and preparers have long struggled with problems cre- 
ated by the inefficient timeline and flow of information. Federal 
Schedules K-ls are often delivered late, sometimes within days of 
the due date of taxpayers’ personal returns and up to a month after 
the due date of their business returns. Late schedules make it dif- 
ficult, if not impossible, to file a timely, accurate return. The cur- 
rent inefficient timeline of tax return due dates is a problem for 
taxpayers as well as their tax practitioners. 

The AICPA strongly supports this provision. It would alleviate 
the problems mentioned above by establishing a logical set of due 
dates, focused on promoting a chronologically-correct fiow of infor- 
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mation between pass-through entities and their owners. The pro- 
posal includes the changes as follows: 

Current Tax Due Dates: 

• March 15: S corporation and C corporation Forms 1120S 
and 1120; and 

• April 15: Individual, Trust and Estate, and Partnership 
Forms 1040, 1041, and 1065 

Proposed Tax Due Dates: 

• March 15: Partnership Form 1065; 

• March 31: S corporation Form 1120S; and 

• April 15: Individual, Trust and Estate, and C Corporation 
Forms 1040, 1041, and 1120 

The provision would also revise the extended due dates to be six 
months after the original filing due dates for all these forms, except 
the trust and estate Form 1041, which would be extended five and 
half months. 

The AICPA urges you to support this provision to change the 
dates for tax returns of partnerships, S corporations and C corpora- 
tions because it would: 

• Improve the accuracy of tax and information returns by al- 
lowing corporations and individuals to file using current data 
from flow-through returns that have already been filed rather 
than relying on estimates; 

• Better facilitate the flow of information between taxpayers 
(i.e., corporations, partnerships, and individuals); 

• Reduce the need for extended and amendment tax returns; 
and 

• Simplify tax administration for the government, taxpayers, 
and practitioners. 

CONCLUDING REMARKS 

The AICPA has consistently supported tax reform simplification 
efforts and permanent tax legislation because we are convinced 
such actions will significantly reduce taxpayers’ compliance costs 
and encourage voluntary compliance through an understanding of 
the rules. The uncertainty of tax legislation creates unnecessary 
confusion, anxiety and administrative financial burdens. Good tax 
policy would promote a tax system that is balanced, economically 
efficient and transparent. 

We encourage you to examine all aspects of the tax code to im- 
prove the current rules that have led to compliance hurdles for 
small businesses and administrative complexity. For example, addi- 
tional relief is needed for small businesses with regards to the tan- 
gible property rules, penalty provisions need to consider their effect 
on voluntary compliance, and employers operating across state 
lines need a uniform standard on non-resident income tax with- 
holding rules. The income tax deadlines should also promote an ef- 
ficient flow of taxpayer information to provide small businesses suf- 
ficient time to file timely, accurate returns. 
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Finally, if small businesses are going to be allowed to grow, it is 
imperative that the IRS’s taxpayer service issues are addressed. 
Small businesses and their tax preparers need to be able to contact 
the IRS regarding their compliance issues. 

Again, Mr. Chairman, thank you for the opportunity to testify. 
I would be happy to answer any questions. 
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July 20. 2015 


Susan Marshall, Clerk 
Committee on Small Business 
2361 Rayburn House Office Building 
Washington, DC 20515 


Dear Ms. Marshall and Members of the U.S. House Committee on Small Business: 


Thank you for the opportunity to provide commentary to the House on matters affecting small business at 
the full Committee hearing on Wednesday July 22, 2015. 

Background 

McGladrey is a leading provider of assurance, tax and consulting services focused on the middle market 
with nearly 8,000 professionals in 80 cities nationwide. The firm is one that is designed to meet the 
needs of local and middle market businesses. 

We also operate a member network of independent firm’s known as The McGladrey Alliance comprised of 
more than 90 independently owned accounting and business consulting firms in 42 states and Puerto 
Rico. 

The size of our practice and the large concentration of small to medium sized clients in the middle market 
segment demonstrate our frequent exposure to the compliance challenges facing small businesses today. 

Personal Background 

My own practice concentration is the smaller end of the middle market that we refer to as the Local 
Markets Group {LMG). Our Boston LMG practice is made up of approximately 50 professionals. As a 
practitioner with 40 years of experience working in this sector, my day to day work consistently exposes 
me to the compliance requirements of my client base which is made up approximately for some 40 small 
businesses ranging in size from under $5 million to $100 million in revenue with workforces from less than 
10 employees up to about 200. All of the clients are privately owned and many are family owned. My 
client base is representative of the others in my practice made up of a dozen partners and senior 
managers. We collaborate and share our experiences regularly including sharing of resources, training 
and researching together. 

In that regard, a recent poll of members from the LMG group was conducted in order to obtain some of 
the more common challenges we face with the current tax code, compliance and reporting requirements. 
Following are a few of subjects that had recurring themes. On behalf of my firm and the many clients we 
serve we respectfully submit these subjects for your review and consideration. 

Depreciation - TARS Legislation and the De Minimus rules 

Depreciation has been around since the beginning of the tax code. In its simplest form it was designed to 
spread the deduction for a taxpayers acquisition of large capital items over a period of time and over the 
estimated useful life of the acquired property. Periodically Congress incented businesses to acquire more 
capital equipment by allowing more generous depreciation deductions. The result was simple, a small 
business owner would buy equipment and write all of it off immediately and the rest of it off over a 
reasonable period of time. The rules and reporting are no longer simple, despite that the intended result 
has not changed. 
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The de minimus safe harbor limits are provided in Treasury Reg. §1.263{a)-1(f)(1)(ii)(D) for taxpayers 
without an applicable financial statement (AFS) further prescribed in Rev. Proc. 2015-20. Because 
McGladrey is one of the largest CPA and advisory firms in the U.S., with offices all over the country we 
work with thousands of small businesses that DO NOT have an AFS. 

In some cases, like the safe harbor rules, a taxpayer can take advantage of the rule by simply putting it 
into practice. In other cases, an election will need to be filed with a return. However, in order to be in full 
compliance with the regulations, most taxpayers will need to file a Form 31 15 to adopt new accounting 
methods. Many experts believe that almost all taxpayers with fixed assets or repairs will be required to file 
at least one accounting method change to be in compliance with the new rules. If a Form 31 16 is 
required, it will need to be filed by the due date (including extensions) of the current year return, assuming 
the taxpayer is a calendar-year taxpayer. At McGladrey, tax professionals have been advised to 
recommend preparation of the 31 1 5 which is at great cost and consequence to the taxpayers. 

Rather than requiring a Form 31 1 5 to be filed with most returns, an alternative solution might have been 
to simply change the current Form 4562 to include a series of check boxes, elections and the additional 
information required by the standards to conform simplifying the entire process. 

We also believe in reducing the burden of compliance with these rules by increasing the De Minimus Safe 
Harbor Amount for Taxpayers without an AFS. From discussions with our business clients that do not 
maintain an AFS (as defined in Treasury Reg. §1.263(a)-1(f)(4)), we have learned that many have 
capitalization policies in excess of $500. Historically, these clients rarely have been challenged under IRS 
examination of maintaining a policy that does not clearly reflect income. As such, a $500 safe harbor 
does not appear to be a practical solution for taxpayers without an AFS, 

To distinguish, one should compare a taxpayer with an AFS to those without. The current rule does not 
take into consideration the complexity or size or sophistication of the taxpayer and their accounting 
department. A large closely held business that does not have a financial statement audit could have an 
accounting department just as sophisticated as that of an SEC company. 

However, this similarly situated taxpayer is limited to a capitalization threshold of $500 under the de 
minimus threshold, rather than the more generous $5,000 amount provided to taxpayers with an AFS, 

Granted, a taxpayer without an AFS is not handcuffed by the $500 threshold so long as they can prove 
under examination that deducting items in excess of $500 is a clear reflection of income. Unfortunately, 
due to the subjective nature of the “clear reflection of income" determination, taxpayers fear that an IRS 
examining agent may have a different opinion as to whether or not the expenditures are a clear reflection 
of income, which could lead to lengthy and costly disputes at the examination and appeal level — or even 
litigation — over an item that is nothing more than a timing difference. Increasing the safe harbor amount 
for taxpayers without an AFS would reduce taxpayer anxiety and potential future conflicts under 
examination. 

We suggest increasing the de minimus safe harbor threshold for taxpayers without an AFS. Potential 
alternatives include a general increase in the amount across all business types, different thresholds 
based upon industries or a threshold based upon a certain percentage of average gross receipts for the 
three preceding tax years. Regardless of the method selected to increase the de minimus safe harbor, 
the threshold for taxpayers with and without an AFS should be indexed for inflation. 

Reviewed Financial Statements Included as an AFS 

In the preamble of Treasury Decision (T.D.) 9636, Treasury states that it does not believe reviewed 
financial statements as defined in the AlCPA's Statement of Standards for Accounting and Review 
Services "provide sufficient assurance to the IRS that such policies are being followed and, accordingly, 
that the taxpayer is using a reasonable, consistent methodology that clearly reflects income" and should 
not qualify as an AFS. 
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A review includes primarily applying analytical procedures to management’s financial data and making 
inquiries of company management. While a review is less in scope than an audit, the certified public 
accountant is performing analytical procedures to provide some assurance, even though it is limited, that 
they are not aware of any material modifications that should be made to the financial statements. 
Arguably, such assurance of no material modification supports the position that reviewed financials meet 
the AFS expectation that a taxpayer is using a reasonable, consistent methodology that dearly reflects 
income. 

We respectfully suggest a review of the current Treasury and IRS provisions and reconsider their position 
and include reviewed financial statements as an AFS under Treasury Reg, §1 .263(a)-1 (f)(4) for purposes 
of the de minimus safe harbor election. 

Taxpayer Privacy - Breached IRS Authorization System 

The cost and consequence of data breaches today is substantial. Recent data breaches to the IRS 
system, affecting thousands of taxpayers has magnified the effect of the breaches. Within our own small 
service line of 50 professionals we recently conducted a poll that indicates we are currently assisting 
clients with more than 20 cases of breach and compromise. Though we are not professing or prescribing 
a fix to the data security problem, what is clear is that substantially more resources are needed to stem 
the tide of this problem in addition to developing a streamlined and comprehensive solution to the 
problem. We have clients who have been waiting for months to obtain their refunds, while in the 
meantime the hackers have already taken the money and run. 

The current remediation plan is not effective or comprehensive enough. The current program includes 
notification by the IRS to the taxpayer recommending they obtain Publication 4535, Identity Theft 
Prevention and Victim Assistance. If the taxpayer has there is a refund pending, there is no mention in 
the correspondence as to the status of that refund or the likelihood of when the refund will be issued. In 
the correspondence the IRS attempts to provide comfort to the taxpayer by indicating that their tax return 
and future returns have been “flagged" to monitor future activity. 

The IRS correspondence goes on to inform the taxpayer they are provided the “option" to obtain and “IP 
Pin The taxpayer is further instructed to file a complaint with the Federal Trade Commission (FTC) 
and to contact the Social Security Administration (SSA) to validate earnings with the Administration. 
Finally a toll free hotline is also provided to the taxpayer. That is simply not enough. 

Given the severity of data breaches today and the amount of compromised information, we believe the 
IRS should be providing greater guidance around security and prevention measures. We believe that 
social security numbers now create such a worldwide target that an accelerated plan to cease using them 
may be in order in an effort to create a more secure alternative. Obtaining an IP Pin should be 
considered mandatory, not optional. We also suggest the Service consider providing additional 
instructions to the taxpayers on the additional measures they can take to protect their privacy with things 
like their bank and investment accounts, credit cards, and related credit and investment arrangements. 
Those steps require a sense of urgency and should be undertaken immediately. For example the Service 
should consider advising taxpayers to implement a credit “freeze." 

Do what the Hackers do 

Our practice recently obtained the services of an expert to speak to our team on the subject. He provided 
recommendations worth sharing. In summary he suggested that because the system is broken, any 
individual can access a free annual credit report from a public site, annualcreditreport.com, from each of 
the 3 most common credit bureaus. Therefore, once a year a taxpayer needs to take 15 minutes and pull 
their own credit report from the bureaus. In doing so the taxpayer has the opportunity to thwart the 
hacker from obtaining your credit history thru these free credit reporting sites. If the taxpayer senses foul 
play, they would be equipped with the information required to prevent further compromise. 
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Even if the taxpayers credit is “frozen" they still need to take steps like this because existing lines of credit 
can be taken over by simply calling the issuer and requesting a new card, changing an address, or even 
adding stolen payment card to a digital technology like ApplePay by leveraging “knowledge based 
authentication" questions that can only be found in the credit report. 

Below is more information on security freezes. Reducing the chances of becoming a victim takes about 
15 minutes of effort. We believe the Service would be serving the taxpayers well by recommending 
measures such as these. 

The websites to freeze files are: 
https://www.experian.com/freeze/center.html 
https://www.freeze.equifax.com/Freeze/jsp/SFF_PersonallDlnfo.jsp 
http://www.transunion.com/securityfreeze 

Freezing your credit files won’t protect you from having your Personal Identity Info used for tax return 
fraud, thus the reason why obtaining a Tax Pin should be mandatory and done in tandem with credit 
freezing. 

Our firm is spending hundreds or hours of time at taxpayer expense to help them manage the maze to 
assist them in obtaining refunds and protect them from further fraudulent activity. This problem is severe 
and therefore requires an equal or greater effort and resources to manage the problem. The toll free 
number does little to resolve taxpayer fears and resolve status. One often stays on hold for hours before 
obtaining a live contact. There is no shortcut to this solution, it requires a dedicated team with dedicated 
resources empowered to help the taxpayer, or their designee), to obtain what is rightfully theirs, 

S Corp Loans and Basis - All Loans are Not Created Equal 

A burden and a significant risk for many small business owners, specifically the shareholders of S 
Corporations, is the necessity to invest Capital into the business, often including the need to pledge their 
personal assets in order to borrow and more often than not, guaranty money borrowed from 3'“ parties. 
Typically a business owner starts a business and continues to fund the business with their own money or 
borrowed money, which they are “on the hook” for. 

This is not a case against the need to track basis, but to simplify the tracking of basis and have the IRS 
acknowledge and recognize the true economics of a business loan on the same platform as between the 
3'” party lender and the business owner. In short, if the shareholder borrows money and puts it into his 
company, he gets basis. If on the other hand he arranges to borrow money for the business and 
guarantees the debt including placing his personal assets as collateral, such as a mortgage on his house 
or property, then the taxpayer does not get basis, despite that he and his corporation still owes the bank. 

The Simple Case for Simplification 

This is simply a case for simplification. Loans that meet the appropriate criteria can and should be 
considered basis. This would streamline and simplify the process, reduce audits and eliminate the costs 
of lax court cases. 

Simplifying Calculations 

A common burden for small business owners and their tax advisors is computing and carrying forward 
complex “basis schedules.” The basis schedules are designed to track the basis. Basis is typically used 
to provide the amount by which a shareholder would include in a gain or loss calculation for the sale of 
their shares of the stock. However, the basis is also used and can limit the losses that a shareholder can 
take when his business has a loss. Further, the repayment of the shareholders loan can cause 
unintended income fax consequences when the company pays back the personal loan if the loan lacks 
basis. 
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A shareholder's basis in stock owned in, and loans made to, an S corporation must be calculated for 
various purposes. First, as in the case of a C corporation shareholder, an S corporation shareholder's 
basis in stock in the corporation is one of the components for calculating the amount of gain or loss to the 
shareholder on the sale or other disposition of the stock. Second, stock basis must be known to 
determine whether distributions to the shareholder are taxable. Third, a shareholder's basis in loans to 
the corporation is used to determine whether gain or loss results on repayment of the loan. Finally, a 
shareholder’s basis must be tracked over time because a shareholder may only deduct losses and other 
amounts passed through from an S corporation to the extent of basis in the corporation's stock or debt 
held by the shareholder. 

The Code provides that a shareholder’s stock basis in an S corporation is used to calculate the amount of 
gain or loss the shareholder realizes on the sale or disposition of the stock, and to determine the taxation 
of distributions by the corporation with respect to the stock. 

The shareholder’s basis in loans made to the corporation is used in determining the amount of gain or 
loss recognized by the shareholder on repayment of the loans. To this extent, the shareholder’s basis in 
stock of and loans to an S corporation serves the same purposes as a shareholder's basis in stock of and 
loans to a C corporation. However, an S corporation shareholder's combined basis in stock of and loans 
to the S corporation also sets the limit on the amount of losses passed through from the corporation that 
may be deducted by the shareholder. Losses passed through from an S corporation that exceed the 
shareholder’s combined stock and debt basis may not be deducted by the shareholder. Instead, these 
“suspended losses" carry over indefinitely, and generally may be deducted by the shareholder to the 
extent the shareholder's basis in stock or debt is increased in a subsequent year. 

A shareholder's initial basis in stock of and loans to an S corporation is computed in the same manner as 
a shareholder’s basis In stock of or loans to a C corporation. Each year, however, an S corporation 
shareholder’s basis is adjusted for income, gain, loss, deduction, and other items passed through from 
the corporation to the shareholder. Distributions with respect to the shareholder’s stock and repayments 
on debt are also reflected in the shareholder’s basis. 

Only loans that create indebtedness of the S corporation to the shareholder provide the shareholder with 
basis for deducting losses passed through from an S corporation. 

Thus, while direct loans of money bv a shareholder to an S corporation result in a basis increase to the 
shareholder-lender, indirect loans (such as the shareholder’s guarantee of the corporation’s debt to a 
third oartvl generally do not result in an increase in the shareholder’s basis. 

Once the shareholder’s initial basis is determined, it is adjusted each year for additional capital 
contributions and distributions and tor income, gains, losses, deductions and other items passed through 
to the shareholder from the S corporation. 

In addition to stock basis, S corporation shareholders must monitor their bases in loans to the 
corporation. A shareholder's loan basis is important because items of loss and deduction passed through 
from the corporation to the shareholder may be deducted only to the extent of the shareholder’s stock 
basis and loans made by the shareholder to the corporation. In addition, a shareholder's basis in loans 
made to the corporation determines whether any subsequent loan repayments are taxable to the 
shareholder. 

Not all transactions involving the lending of funds from a shareholder to an S corporation result in a basis 
increase for the shareholder. The critical questions are whether the purported loan involves indebtedness 
of the corporation to the shareholder, and whether the indebtedness is bona fide under general federal 
tax principles taking into account all facts and circumstances. If the loan is not actually between the 
corporation and the shareholder, the shareholder receives no increase in basis despite that he is still 
clearly on the hook with the bank. 
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In the situations discussed below, a shareholder’s loan to an S corporation should give rise to an increase 
in the shareholder’s basis. 

Direct Shareholder Loans to Corporation 

A shareholder's direct loan of money to an S corporation creates indebtedness of the corporation to the 
shareholder and thus creates basis in the indebtedness. However, the “creation” of a loan through a mere 
bookkeeping entry on the corporation’s books, or the agreement by a shareholder to lend additional funds 
on demand by the corporation, does not necessarily result in a basis increase to the shareholder. In these 
cases whether indebtedness is bona fide depends on all facts and circumstances under general federal 
tax principles. 

As discussed below, the mere guarantee of an S corporation's debt by a shareholder does not create 
indebtedness of the corporation to the shareholder. However the shareholders guarantee to his bank or 
the 3'“* party is absolute and enforceable and keeps many business owners awake at night. Indebtedness 
of the corporation to the shareholder is created, however, when a shareholder who has guaranteed debts 
of the corporation repays a loan made by a third party to the corporation. When the shareholder pays 
under the guarantee, he succeeds to the rights of the third-party lender and the indebtedness of the 
corporation to the lender becomes indebtedness owed to the shareholder. The corporation becomes 
indebted to the shareholder in the year the shareholder-guarantor pays the indebtedness of the 
corporation pursuant to the guarantee, and the shareholder receives a corresponding increase in basis at 
that time. 

Direct Shareholder Loans to Corporation with Borrowed Funds 

A loan of money by a shareholder to an S corporation of funds that are borrowed by the shareholder from 
a bank or other lender creates basis for the shareholder. Such a "back-to-back” loan should result in basis 
to the corporation’s shareholders even if the corporation uses the funds to pay off a pre-existing bank 
loan, and even if the shareholders borrow the funds from the same bank that the S corporation repays. 
The important tact is that the shareholder has an actual liability to an outside bank and, as a result of that 
liability, is considered “poorer in a material sense." 

If the shareholder borrows and then lends the funds in a circular transaction, the shareholder’s basis in 
debt depends on the bona fide character of the debt. The shareholder's loan in such a situation is not an 
arm’s-length loan, according to some courts. Furthermore, the shareholder is protected against loss and, 
therefore, has not made an actual economic outlay. These circular transactions are situations in which the 
shareholder has a liability to a related entity and a receivable from the S corporation, controls both 
entities. 

Substitution of Shareholder Debt for Corporate Payment 

Unlike a partnership, an S corporation shareholder does not receive basis for debts that the corporation 
owes to a third party. If an S corporation has incurred indebtedness to a third party, on the other hand, 
the shareholder can convert that debt into basis by substituting the shareholder's note for the S 
corporation’s note to the third party. The technique may not succeed, however, if the corporation remains 
a party on the new note. 

? 752fa1 . which increases a partner’s basis for his or her share of all liabilities of the partnership but in 
contrast, g 1366fdM11(B1 includes in an S corporation shareholder’s basis only indebtedness ohhe 
corporation to the shareholder. 

To avoid challenge by the IRS, shareholders who seek to obtain basis by restructuring bank-to-S- 
corporation loans should refrain from performing a simple substitution. Instead, shareholders should 
borrow from the bank, lend the proceeds to the S corporation, and have the corporation pay off its loan 
with the bank. If a simple substitution is made, the shareholders should adhere strictly to the form of the 
transaction. For example, the corporation should discontinue making payments to the bank on what is 
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now shareholder debt. In addition, the shareholders should be personally liable to the creditor to establish 
real economic risk to the shareholders from the substitution. 

The fact that some shareholders' assets that are initially pledged as collateral on an existing loan 
between a bank and an S corporation will continue to be pledged as collateral on a loan between the 
bank and the shareholders does not protect the other shareholders against risk of loss. Therefore, the 
shareholders will be at risk for purposes of the at-risk rules. 

Anecdotal Information 

The Case for Simplification and Reducing the Backlog 

As of this writing our firm is currently representing a small restaurant client ($2.5M per year Revenue) on 
IRS Audit where we have tracked basis and have limited the loss passthrough to the shareholders 
because the Corp. suffered a series of prior losses thus limiting the ability for the shareholders to take the 
2013 loss (and 2014). The owners recently shuttered the operation and closed the business in 2015. 

The business was audited because of the large loss reflected on the tax return. Despite that we limited 
the losses and announced that fact to the auditor, at great time an expense to our client, the auditor 
proceeded with the audit anyway. The auditor to date has spent 3 days on the audit. We have provided 
all of taxpayer's records as requested, despite repeated attempts to explain that any change will result in 
no change. 

The taxpayers in this case are on the hook with a bank and with creditors. They understood the rules and 
borrowed the money personally. They used their capital and personal borrowings as basis, and that still 
was not enough to save the business, but they are left with the burden of an audit. 

Thank you once again for the opportunity to present these examples that challenge taxpayers and their 
tax professionals. 

Sincerely, 

Leslie P. Vitale. CPA, MST 
Partner Local Markets Group 
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Mr. Chairman and members of the Committee, thank you for in- 
viting me to testify today. My name is Stephen Mankowski. I am 
a Certified Public Accountant, member of the American Institute of 
CPAs (AICPA) and the National Executive Vice President and Na- 
tional Tax Policy Chair of the National Conference of CPA Practi- 
tioners, (NCCPAP - the countries’ second largest CPA organi- 
zation). NCCPAP is a professional organization that advocates on 
issues that affect Certified Public Accountants in public practice 
and their small business and individual clients located throughout 
the United States. NCCPAP members serve more than one million 
business and individual clients and are in continual communication 
with regulatory bodies to keep them apprised of the needs of the 
local CPA practitioner and its clients. Accompanying me is Ms. 
Sandra Johnson, National President of NCCPAP. 

My firm has been preparing tax returns for over 30 years. My 
firm annually prepares well over 2,000 small business and indi- 
vidual tax returns as well as sales tax, payroll tax returns, high- 
way use tax returns and 1099 informational returns. We are in the 
trenches with clients discussing their tax, financial and personal 
issues, and the impact events and proposed tax law changes may 
have on them. Although our clients are mostly in the Pennsylvania, 
New Jersey and Delaware area, we serve clients in over 30 states 
and also provide services to clients in Canada and Europe. In this 
respect our practice is the same as many members of NCCPAP 
and other smaller CPA firms throughout the United States. 

Tax compliance burden has been defined in the GAO report 
“SMALL BUSINESSES IRS Considers Taxpayer Burden in Tax 
Administration, but Needs a Plan to Evaluate the Use of Payment 
Card Information for Compliance Efforts” as the time and money 
spent by the taxpayer to meet tax obligations. This includes fed- 
eral, state and local obligations, but NOT liabilities. The time spent 
on tax compliance related activities can include working with paid 
professionals, tax planning, record keeping, filing and submitting 
tax forms, learning tax laws, and working with the IRS and other 
jurisdictions on tax related issues. The monetary burdens can in- 
clude the expenses of accounting and tax professionals, tax and ac- 
counting software, payroll services, and legal fees. An objective of 
the Administration and the IRS has been to minimize these bur- 
dens and eliminate unnecessary ones. For purposes of my testi- 
mony, I will simply use the term taxpayer burden to refer to tax 
compliance burden. 

My first exposure to taxpayer burden was in November 2012. I 
was invited to represent NCCPAP and participate in an IRS panel 
with other tax professionals at IRS headquarters to discussed com- 
pliance burdens for both individuals and small businesses. As a 
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CPA, I had always viewed my role as one to reduce client burden. 
I had not viewed my role as a source of taxpayer burden as indi- 
cated in the GAO report, which says that CPAs and tax services 
are part of the monetary burden of business owners. We take many 
of the above tasks away from the business owner to allow him/her 
to focus on running their business. So it is easy to see how this 
team can be easily mistaken. This new appreciation of what com- 
prises taxpayer burden has allowed me to be an even better re- 
source for my clients. 

It seems that every year business owners are more in tune with 
how specific tax legislations could affect their business. Clients 
often ask how the Tax Extender legislation will affect their oper- 
ations and what the Section 179 deduction limit is for the current 
year. While the answers tend to be similar — if you need a piece of 
equipment, you should buy it — that answer is not always the right 
answer for a business owner. Often the tax impact of the Sec. 179 
deduction can be a deal-breaker. Equipment costing $100,000 could 
have a net cost of $60,000 with these write-offs. The $40,000 tax 
savings is often the deciding factor when making the purchase. 
While the IRS does not have control over which of the Extenders 
are passed, it is still a significant factor in assessing taxpayer bur- 
den. 

Over the last few years, there has been a decided change in how 
business is conducted. As consumers have been more reluctant to 
carry cash, customers have forced the hand of many businesses 
that have historically limited payment options to cash or checks to 
now accept credit cards. Initially, business owners might have 
added a surcharge for these transactions, but with savvy con- 
sumers, credit cards and the related fees have simply become yet 
another cost of doing business. And another element of taxpayer 
burden. These business owners quickly realized that they cannot 
simply apply one rate for these transactions. Even after research- 
ing the processing firms to obtain the best processing rates, they 
learn that MasterCard and VISA have different merchant fees 
when compared to American Express and Discover. If the consumer 
uses a credit card that includes member programs or “points”, an 
even higher processing rate may be charged by the merchant bank. 
In addition, there might also be monthly and compliance fees as 
well as equipment rental costs. And if that’s not enough, the proc- 
essing companies do not always deposit funds in the same manner. 
Most will simply deposit the gross amount of the charge and deduct 
the processing fees as a separate transaction. Yet many companies 
will deposit the net amount after deducting the processing fees, 
which makes the merchant’s record keeping more complicated. 

Most business owners have accepted these changes in how to 
conduct their business and accurately report their income. The IRS 
questioned the voluntary compliance of reporting all revenue, espe- 
cially with the surge in online sales through PayPal. Under a 2008 
law, the processing companies had to begin reporting credit card 
receipts to the IRS and the merchant in 2011 and had to add the 
reporting of the number of monthly transactions for 2012. This 
data appears on Form 1099-K, Merchant Card and Third Party 
Network Payments. This form must be issued once a payment proc- 
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essor once a merchant annually has 200 transactions and sales of 
at least $20,000. 

Initially, the IRS had added rows onto personal returns on 
Schedule C and Schedule E as well as the business returns to in- 
corporate the revenue information from Form 1099-K. However, 
prior to the start of the filing season, the IRS eliminated the re- 
quirement to complete these fields because too many issue arose 
creating much confusion. Specifically, there was confusion on how 
to treat sales tax, gratuities, cash back and returns on the 1099- 
K. Those same concerns still exist and are just some of the reasons 
that the IRS hasn’t taken a stronger view on the use of the infor- 
mation on these forms. 

The Form 1099-K has been a new source of taxpayer burden for 
the small business owner. Business owners track revenue by spe- 
cific categories (i.e. sales, repairs, consulting, rent, etc.). They have 
not needed to track revenue based on how they are paid. Trying to 
accurately track revenue in the same way as the 1099-K presents 
data would result in an accounting nightmare. To further com- 
plicate the record keeping, businesses receive a Form 1099-K for 
each specific payment processor. So, if the business accepts 
MasterCardA^ISA and American Express they would receive a form 
from MasterCardA^ISA and one from AMEX. If they also use 
Paypal, they would receive a third form. If they changed their pay- 
ment processing company during the year, additional forms would 
be received from the new processing company. The overall burden 
to accurately track revenue by each credit card type can be signifi- 
cant and generate no results that benefit the owner. 

Another issue with the Form 1099-K revolved around payments 
for vendors that would receive a Form 1099MISC. Any payments 
related to these services would not be included on the Form 
1099MISC. This adds a different and unique level of taxpayer bur- 
den as this would relate to both the payer and recipient. Just as 
businesses are not setup to track revenue by payment source, the 
payer would have an additional burden to exclude credit card pay- 
ments from the total payment they are required to report on Form 
1099MISC to the recipient. 

From the IRS viewpoint, however, this form has helped increase 
voluntary compliance among small businesses. Many virtual busi- 
nesses that had previously flown under the radar (part of the un- 
derground economy) are now filing income tax returns and paying 
taxes. In addition, the Form 1099-K has allowed the IRS to estab- 
lish a database whereby they can obtain a better understanding of 
the revenue sources of a particular industry. Even though the IRS 
has not been able to assess taxpayers based solely on these data- 
bases, the IRS has been sending letters to taxpayers whom they 
feel have significantly under reported revenue. Initially, the IRS 
was accepting reasonable responses to these notices, but with the 
additional data in their databases, the IRS has a better under- 
standing of the egregious filers, specifically those businesses report- 
ing that 100% of their revenue was from credit card transactions. 

To assist tax professionals, the IRS instituted a pilot program for 
the 2015 filing season called the Payment Mix Comparison Tool 
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(PMCT). NCCPAP was invited to participate in the program. This 
program allows our members to enter selected data from the cli- 
ent’s Form 1099-K (Merchant Category Code (MCC), zip code, total 
transactions and total revenue) along with the total business in- 
come into a tool. PMCT accesses the IRS database and compares 
various ratios for a business with a specific MCC code against the 
Form 1099-K. The result tells the CPA if the results are within 
specifications of the database. A common flaw with the Form 1099- 
K is that if the payment processor applies an incorrect MCC code 
for a business, the PMCT results could be beyond the standard de- 
viation which nay result in an IRS notice. 

The results from the PMCT have been strictly for the benefit of 
the taxpayer and is for informational purposes only. Currently, the 
IRS is not capturing data from this tool. The database will continue 
to improve as the volume of historical data input into the tool in- 
creases. The PMCT, unfortunately, did not get the expected usage 
due to a few practitioner concerns. Specifically, the name of the tool 
was not the best, many practitioners did not believe that the IRS 
was not tracking the results and the fact that PMCT did not go live 
until the beginning of February 2015 after most CPAs have com- 
pleted their training and had already begun preparing tax returns. 
In addition, many felt that there should be a better result besides 
“typical” or “unusual” depending on where in the range their cli- 
ent’s data fell. Hopefully, this program will continue next year and 
will see more usage by tax professionals. If used property, PMCT 
could actually reduce taxpayer burden by addressing issues of cred- 
it card revenue while the data is still fresh in the business owner’s 
mind. 

In conclusion, taxpayer burden exists on two primary levels — 
time and money — to remain in compliance with today’s complicated 
tax codes. Often, both components are viewed as one, except when 
contacting the IRS. Staffing and budgetary issues have resulted in 
longer than expected wait times and reaching IRS employees that 
are not able to address the caller’s issues and concerns. Compliance 
with tax codes and dealing with new forms adds to taxpayer bur- 
den. New forms, such as Form 1099-K, are a prime example. The 
results may be of use to the IRS, but does not have any practical 
use for the business owner. Businesses do not tracked revenue by 
number of transactions or type of payment. Any attempt at 
verifying the data on the Form 1099-K would be fruitless, espe- 
cially in industries, such as restaurants where customers charges 
often include gratuities and sales tax, neither of which are revenue 
to the business. 

Accepting credit cards has become the norm. Most businesses 
historically have included all of their sales, regardless of source. 
With the information on Form 1099-K, the IRS now has a means 
to ensure that all business, especially virtual ones, are tax compli- 
ant with regard to credit card sales. With this form comes addi- 
tional burdens to the taxpayer including how to reconcile sales to 
the revenue reported on these forms. The question that the tax- 
payer needs to answer is how to best run his or her business. If 
the business owner has systems in place to accurately track all rev- 
enue, the burden of reconciling the Form 1099-K data should be 
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minimal. It is extremely important that the IRS has the tools to 
determine tax compliance and reduce the tax gap. 

As various states learned that the IRS was beginning the income 
matching program, many decided to use this as a tool to under- 
stand the sales mix of credit cards vs. cash and checks. Currently 
these states have also indicated that they have no plans to use this 
information for audit selection or any purpose other than the collec- 
tion of information. However, neither the IRS nor the participating 
states have assured the tax practitioners or business communities 
that this information will not be used in the future as a tool for 
audit selection despite its flaws. 

This program has the potential of a disaster. This is a repeat of 
warnings from NCCPAP and others in the tax practitioner com- 
munity when the Form 1099-K matching program was first pro- 
posed. It is well understood that the IRS should use all tools pos- 
sible to find tax cheats. However, as the GAO has correctly indi- 
cated, this is a flawed system with no real ability of matching gross 
income with Form 1099-K reports. Additionally, the ratio tools now 
being used are very imperfect as certain assumptions used (such as 
NAICS codes) will skew the information. 

Thank you for the opportunity to present this testimony. 
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STEVE CHABOT, Ohio 

CxAiS'VAW 


NYDiA M, VELAZQUEZ, Nba,' York 


CongrEss of the Bnittd States 

ti.3. House oflltpresEnmtiDts 
Committee on ^mall JBusiiitss 
2561 Kaabuni lioasc ©Dice building 

^■^)a8llUt8£0!l. B£ 201I5-I'5J1 

July 22, 2015 


Mr. J. Christopher Mihm 

Managing Director, Strategic Issues 

United States Government Accountability Office 

441 G Street, NW 

Mail Stop 2440 

Washington, DC 20548 

Dear Mr. Mihm; 

Thank you for your testimony during today’s full committee hearing entitled “How Tax 
Compliance Obligations Hinder Small Business Growth” before the Committee on Small 
Business. It is in tlvis regard that I respectfully submit the following questions for the record. I 
would appreciate a response by COB July 28, 2015 submitted electronically to 

sbdcommittec@mail.house.gov . 

“Mr. Mihm; Minority firms often have an even harder time getting oft the ground 
and then staying afloat than other demographics of small businesses^ particularly as 
it relates to lending. Have you all studied the impact that tax compliance has on 
minority owned firms and If so, what is the rate of minority owned firms closing 
their businesses as a result of the difficulty in tax compliance compared to white 
owned firms? Do minority owned firms have unique challenges with regard to tax 
compliance? 


Sincerely, 

Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 

cc: Ranking Member Nydia Veldzquez, Committee on Small Business 
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441 G St. N.W. 
Washington, DC 20548 


GOVERNMENT ACCOUNTABILITY OFFICE 


July 28, 2015 
Ms. Alma Adams 

Ranking Member, Subcommittee on Investigations, Oversight and Regulations 
U.S. House of Representatives, Committee on Small Business 
2361 Rayburn House Office Building 
Washington, D.C. 20515-6315 

Dear Ms. Adams: 

Thank you for your follow-up questions from the committee’s hearing last week 
entitled “How Tax Compliance Obligations Hinder Small Business Growth”. We 
reviewed our past reports on topics involving minority-owned small businesses. 
We determined that GAO has not specifically examined the impact that tax 
compliance has on minority-owned firms; the rate of minority-owned firms closing 
their businesses as a result of the difficulty of tax compliance; or whether minority 
owned firms have unique challenges with regard to tax compliance. 



J. Christopher Mihm 

Managing Director, Strategic Issues 

U.S. Government Accountability Office 

cc: Ranking Member Nadia Velazquez, Committee on Small Business 
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STEVE CHABOT, Ohio NYDIA M, VELAZQUEZ, New York 

dongrcss of the United States 
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July 22, 2015 


Professor Donald Williamson 
American University 
4400 Massachusetts Avenue, NW 
Washington, DC 20016 

Dear Professor Williamson: 

Thank you for your testimony during today’s fiill committee hearing entitled “How Tax 
Compliance Obligations Hinder Small Business Growth” before the Committee on Small 
Business. It is in this regard that I respectfully submit the following questions for the record. I 
would appreciate a response by COB July 28, 2015 submitted electronically to 
sbdcommittee@mail.house.gov . 

“Professor Williamson: Minority firms often have an even harder time getting off 
the ground and then staying afloat than other demographics of small businesses, 
particularly as it relates to lending. Have you all studied the impact that tax 
compliance has on minority owned firms and if so, what Is the rate of minority 
owned firms closing their businesses as a result of the difliculty in tax compliance 
compared to white owned firms? Do minority owned Arms have unique challenges 
with regard to tax compliance? 


Sincerely, 




.V 


Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 


cc: Ranking Member Nydia Vel^quez, Committee on Small Business 
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AMERICAN UNIVERSITY 


W A S F! I N G T O N, DC 

KOGOD TAX POLICY CENTER 
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KXWXTIVE DlRcCrOK 

CAXOi.lNH BRiXKM'-.n 
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My 28, 2015 

The Honorable Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 

U.S. House of Representatives 

Committee on Small Business 

2361 Rayburn Office Building 

Washington, D.C. 20515 

RE: Questions for the Record From July 22, 2015 Committee on Small Business Hearing 
Dear Rep. Adams, 

Thank you very much for the opportunity to testify last week at the hearing titled, “How Tax 
Compliance Burdens Hinder Small Business Growth,” before the full Committee on Small 
Business (the “Committee”). 1 very much appreciated the opportunity to share with you and the 
other Committee members my views on specific tax compliance burdens that challenge America’s 
small businesses and recommendations for addressing those challenges. During the hearing, you 
posed the following questions to me, which you subsequendy submittted for the record: 

“Minority firms often have an even harder time getting off the ground and then 
staying afloat than other demographics of small businesses, particularly as it 
relates to lending. Have you all studied the impact that tax compliance has on 
minority-owned firms and if so, what is the rate of minority-owned firms closing 
their businesses as a result of the difficulty of tax compliance compared to white 
owned firms? Do minority-owned firms have unique challenges with regards to tax 
compliance? “ 

To date, the Kogod Tax Policy Cener has not studied the tax compliance challenges of minority- 
owned firms specifically. However, in response to your request, I conferred with my colleagues 
at American University Kogod School of Business as well as the U.S. Small Business 
Administration Office of Advocacy (“Advocacy”), which is the offical Federal government source 
of small business statistics. In addition, our team researched existing studies from the U.S. 
Government Accountability Office and the National Taxpayer Advocate Service. Following this 
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full review of the economic literature, it is our conclusion that there has yet to be produced a robust 
academic economic analysis on the tax compliance issues specific to minority-owned firms. 

We suspect that the primary reason for the dearth of economic literature on these issues is that the 
costs for commissioning the requisite survey information to conduct an comprehensive study 
precludes smaller academic programs, like ours, from undertaking a study of this magnitude. 
Unlike other tax-specific related inquiries, tax data specific to minority-owned firms is not readily 
available through the Internal Revenue Service Statistical Information Service. In order to 
produce a comprehensive study, an investigative team would need to conduct a fairly extensive 
survey of minority-owned firms not unlike survey studies produced by the U.S. Census Bureau. 

That noted, the U.S. Census Bureau has announced that survey data from its “2012 Survey of 
Business Owners” is currently being tabulated and will be released later this year. It is our 
understanding that Advocacy is scheduled to do a demographic study of this data upon its release. 
Once they are able to analyze this information, they may be able to see patterns emerge by looking 
at demographics by industry and revenue and see how this could relate to minority-owned firms. 

I hope the foregoing information is helpful to you in your efforts to identify tax burdens specific 
to minority-owned firms. In addition, please do not hesitate to contact me should you need 
additional information on this or any other small business tax-related issues. 


Sincerely, 



Professor Don Williamson 
Executive Director 


Kogod Tax Policy Center 
Kogod School of Business 
American University 


KOGOD SCHOOL OF BUSINESS 

4400 M,\SS,\CHl]SE'n'S ATONUE, NW WASHINGTON, DC 20016-8044 Phone: 202-885-3258 
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July 22, 2015 


Mr. Troy Lewis 
Heritage Bank 

529 East Willow Springs Lane 
Draper, UT 84020 

Dear Mr. Lewis: 

Thank you for your testimony during today’s full committee hearing entitled “How Tax 
Compliance Obligations Hinder Small Business Growth” before the Committee on Small 
Business. It is in this regard that I respectfully submit the following questions for the record. I 
would appreciate a response by COB July 28, 2015 submitted electronically to 
5bdcommittce@maiLhousc.gov . 

"Mr. Lewis: Minority Arms often have an even harder time getting off the ground 
and then staying afloat than other demographics of small businesses, particularly as 
it relates to lending. Have you all studied the impact that tax compliance has on 
minority owned firms and if so, what is the rate of minority owned firms closing 
their businesses as a result of the difficulty in tax compliance compared to white 
owned firms? Do minority owned firms have unique challenges with regard to tax 
compliance? 


Sincerely, 




Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 


cc: Ranking Member Nydia Velazquez, Committee on Small Business 
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' O A American Institute of CPAs 

1455 Pennsylvania Avenue, NW 
VVashrngton, DC 20004-10551 

July 27, 2015 

The Honorable Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 
222 Cannon House Office Building 
Washington, DC 20515 

RE: Committee Hearing on How Tax Compliance Obligations Hinder Small Business Growth 
Dear Ranking Member Adams: 

The American Institute of Certified Public Accountants (AICPA) thanks you for the opportunity 
to testify at the Committee on Small Business hearing on July 22, 2015. Following the hearing, 
we received a written request from you to provide responses to the following questions: 

“Minority firms often have an even harder time getting off the ground and 
then staying afloat than other demographics of small businesses, particularly 
as it relates to lending. Have you all studied the impact that tax compliance 
has on minority owned firms and if so, what is the rate of minority owned firms 
closing their businesses as a result of the difficulty in tax compliance compared 
to white owned firms? Do minority owned firms have unique challenges with 
regard to tax compliance?’' 

Our Response: The AICPA has not studied the impact that tax compliance has on minority-owned 
firms. Tax compliance impacts all businesses. Minority and non-minority. 

The AICPA is the world’s largest member association representing the accounting profession, with 
more than 400,000 members in 145 countries and a history of serving the public interest since 
1877. Our members advise clients on federal, state and international tax matters and prepare 
income and other tax returns for millions of Americans. Our members provide services to 
individuals, not-for-profit organizations, small and medium-sized businesses, as well as America’s 
largest businesses. 

If you have any additional questions, please feel free to contact me at (801) 523-1051, or 
tlewis(tfvsisna.com : or Melissa Labant, AICPA Director of Tax Advocacy, at (202) 434-9234, or 
mlabanlidaicpa.oiu . 


Sincerely, 



Troy K. Lewis, CPA 

Chair, AICPA Tax Executive Committee 

cc: Ranking Member Nydia Velazquez, Committee on Small Business 


T' 202.737.6600 { F: 202.638.4512 i aicpa.org 
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My 22, 2015 


Mr. Les Vitale 
McGladrey, LLP 
80 City Square 
Boston, MA 02129 

Dear Mr. Vitale: 

Thank you for your testimony during today’s full committee hearing entitled “How Tax 
Compliance Obligations Hinder Small Business Growth” before the Committee on Small 
Business. It is in this regard that I respectfully submit the following questions for the record. I 
would appreciate a response by COB July 28, 2015 submitted electronically to 
sbdcommittec@inail.house.gov . 

“Mr. Vitale: Minority firms often have an even harder time getting off the ground 
and then staying afloat than other demographics of small businesses, particularly as 
it relates to lending. Have you ail studied the impact that tax compliance has on 
minority owned firms and if so, what is the rate of minority owned firms closing 
their businesses as a result of the difficulty in tax compliance compared to white 
owned firms? Do minority owned firms have unique challenges with regard to tax 
compliance? 


Sincerely. 




Alma Adams 
Ranking Member 

Subcommittee on Investigations, Oversight and Regulations 


cc: Ranking Member Nydia Veidzquez, Committee on Small Business 
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Dictated but not read 


Dear Ms. Adams 

I just returned from a business trip and came aaoss your letter and the aforementioned question. My 
apologies for the delayed, last minute response and the brevity of my remarks, i will do my best to 
provide you an answer to the excellent question you pose and are interested in getting further into. 

I have not studied the impact of tax compliance on small minority owned firms and do not have valuable 
data on the rate at which small firms are closing based on either the burden of tax law compliance of 
any other business reasons. I would only be able to provide anecdotal information from what I have 
experienced and members of my firm have experienced in practice. 

Having said that from experience I do believe small minority owned firms have unique challenges that 
originate from items other than taxes and that is lack of access to capital and lack of knowledge of grant 
and other special aid programs. Compliance rules in the financial services area are every bit as onerous 
as the tax rules, and therefore small minority owned businesses are often burdened with complex 
accounting and finance rules relative to how items of income and expense and capitalized items are to 
be classified, categorized and recorded in financial and tax reports required of finance agencies such as 
Banks and the SBA and the IRS in the form of tax returns. 

Most of the small minority businesses compliance problems seem to start with a lack of capital that 
would enable them to attract and hire the best qualified finance people that would be familiar enough 
with the complex financial and tax regulatory rules to assure compliance. If the financial reporting rules 
and the tax reporting rules could be relaxed and simplified, small minority owned firms might be able to 
better prepare reports about their financial condition enabling them to obtain greater access to capital 
and in turn get them greater access to more talented people, build a stronger business, make more 
money and ultimately pay their fair share of taxes from being profitable. 

I think the problem starts with lack of capital and lack of programs to assist start up small minority 
businesses pursue their dream. The IRS and Congress can and should provide reduced tax and 
compliance burdens to small minority owned and non-minority owned businesses. As luck would have 
it, my cab ride back to the airport provided me an interesting conversation with a bright African 
American cab driver who also owned a small convenience store blocks away from the state Capitol 
building. In 15 minutes I learned that he was behind on his store rent 4 months, vendors were shutting 
him off and he could not afford to keep his part time store clerks, meaning he closed while he was 
driving the cab. The ingredients for failure were written all over it. He asked me if I had any ideas how 
to stay afloat. His problem was partly taxes, partly financing and mostly lack of capital. 1 suggested he 
contact the SBA but the problem he will find when he gets there is the onerous reporting and 
qualification requirements. He also told me he had not filed a tax return in 2 years, but it was clear he 
lost money and would not owe any taxes (he used all his capital to pay his payroll and meals and sales 
taxes). 

So the problem starts with a lack of capital and a lack of programs for the small business owner. Simpler 
reporting would be helpful, but it is not the one thing or the only thing that would help, but it would be 
part of the solution. 
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I hope you find this answer helpful and my apologies for not having more facts and figures to support 
this argument. 

i appreciate the opportunity to have presented to your committee. I found it a fascinating first time 
experience and would welcome the opportunity to do it again. My hats off to the Committee on Small 
Business for doing the work you do for American business, an industry iVe spent my entire career 
in. Thank you. 

Sincerely, 

Les Vitale 

Les Vitale, CPA, WIST 

Partner 

Local Markets Group 

McGladrey LLP 

Gain timely insights on your industry and business issues. 

Subscribe to McGiadrev pubiications . 

80 City Square, Boston, MA 02129 

Main 617-912-9000 P: 617-241-1235 F: 617-912-9001 0:617-877-9300 
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